BUS. ADM. 
LIBRARY 


TAX MAGAZINE 


tm A COMMERCE CLEARING HOUSE PUBLICATION 


- New Estate and Gift Tax Regulations 


= = By Jay O. Kramer . . . . Embezzlement 


¥ Has Its Tax Problems Too By Maurice 


~P. Geller and Elmer A. Rogers... . 


ALVIN H. CROSS 


Deputy Commissioner 





Obviously, it is advisable for the hus- 

band to use the marital deduction when 

his wife has no estate, but consider the 

case where both husband and wife have 

substantial estates. This is the problem 

Albert Mannheimer analyzes in “The 

Marital Deduction When Both Spouses 

Have Substantial Estates.” * * * * 
A lot of people put money into busi- 

ness ventures foreign to their talents. 

The tax problem arising from such a 

situation is “The Deductibility of Losses 

in One Business from Profits in An- 

other,” and that is the title of Aaron L. 

Danzig’s interesting articles. * * * Editor 
There will be many other interesting Senne Ss. Eyeeent 
a p Washington Editor 

articles on current tax problems and in Lyman L. Long 

addition such regular features as the deamet yma 

State Tax Calendar, book reviews and Business Manager 


digests of important recent federal and Ganege 5, Senenager 


att ‘ eat oe: Circulation Manager 
state tax decisions and rulings. * * * M. S. Hixon 


‘how MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it contains 
signed articles on tax subjects of current interest, reports on pending state tax legislation, 
interpretations of tax laws, and other tax information. 


The editorial policy is to allow frank discussion of tax issues. On this basis contri- 
butions are invited. Care will be exercised in checking the accuracy of data printed, but 


responsibility is not assumed for the contents of the articles or for the opinions expressed 
therein. 


Subscription price: $6.00 per year—single copies, 50¢. 


TAXES—The Tax Magazine is published monthly by Commerce Clearing House, Inc., 
214 N. Michigan Ave., Chicago 1, Illinois. Entered as second-class matter January 13, 
1939, at the Post Office at Chicago, Illinois, under the Act of March 3, 1879. 

DECEMBER, 1948 VOLUME 26 NUMBER 12 














one 


TAX MAGAZI ma E 






Contents for 


DECEMBER .... . 1948 
Volume 26 



















Number 12 


Acq. and Non-Acq.—From the Reader 





po) Reece eine Mis aan AON as 7 On ene ort eee NEN, «gm Te COMMIS cote ee Ge 1092 
rE Sb waa eee code. samies 1094 
Embezzlement Has Its Tax Problems, Too...........................0405: 

J IRR ROR Nae ORO. Vas oe by Maurice P. Geller and Elmer A. Rogers 1097 
ee nee te by Jay O. Kramer 1105 
Tax Problems in Liquidation Sales................... by Louis B. Resnick 1109 


Liquidation of Newly Acquired Subsidiaries......... by Francis X. Mannix 1112 
A Check List for Wills and Trusts.................... by Edward R. Kane 1119 


Recent Tax Developments Affecting’ Foreign Transactions................ 
Be eget Bis I: i tS a, Yt i by Arnold Levy and Walter Freedman 1125 














New Estate and Gift Tax Regulations.................. by Jay O. Kramer 1139 
Federal Tax Suits in State Courts................. by Seneca B. Anderson 1144 
I inch x ithe DUE winnscmd oan WA by Robert S. Holzman 1148 
I sp I on nis ces satel ili, fe ae i old slats aia anevalckeheeis aR 1152 
Corporations, Partnerships and Proprietorships Under the Revenue Act of 

se acho, Bd ee ho rere Har gee eae ete see ees by J. H. Landman 1156 
Purchase and Sale of a Business or Its Assets.......... by Paul D. Seghers 1165 
The Administrative Phase of Tax Practice............. by Joseph M. Jones 1173 
RE Fak ieee < erates hbo ates a nbesaien wedge by J. H. Landman 1178 
, I Or Lee ee CO eee y eee by Lewis Gluick 1181 
a Vi, tia alee abe oes Cewelne es «een ee a aaae 1183 
I be 9 Fibs 5 6) hone 54s Has oo nha rake ns oe i OR Os 1192 


SAG IE i. kev's ise PEs so eee aig oma wr 


Printed in U.S. A. Title Registered U. S. Patent Office 
Copyright 1948 by Commerce Clearing House, Inc. 


Acq. and Non-acq. 


Will Clauses 
Sir: 

Mr. Gutkin and Mr. Beck, in an article 
entitled “Will Clauses and the Marital De- 
duction” (TAxEs—The Tax Magazine, No- 
vember, 1948, page 1009), argue generally 
against the use in wills of clauses designed 
to attain the maximum marital deduction 
and specifically against clauses couched in 
terms of the “adjusted gross estate as finally 
determined.” 

There have been quite a few articles 
advocating the use of such or similar 
clauses (Stock, “Suggestions for Working 
with the New Estate Tax Provisions,” 
Taxes—The Tax Magazine, October, 1948, 
pages 925-926; McLucas, “Estate Planning 
Under the New Tax Law,” 87 Trusts and 
Estates 261, 272; McLucas, “Marital De- 
duction for Estate Taxes,” 86 Trusts and 
Estates 445, 514; Gordon, “Will Drafting 
Under New Tax Law,” 87 Trusts and 
Estates 93); but the Gutkin-Beck article 
refers only to one—an article which 
appeared in the May, 1948 issue of Taxes 
‘(page 429), and which was written by the 
writer of this letter, who now, therefore, 
attempts an appraisal of the arguments 
against the use of maximum marital de- 
duction clauses, 


The gist of one of the Gutkin-Beck 
arguments is that state courts are likely 
to misconstrue the phrase “adjusted gross 
estate” because state law as to what con- 
stitutes a decedent’s gross estate often 
differs radically from federal law. 


Any carefully drawn maximum marital 
deduction clause that uses the words “ad- 
justed gross estate’—or for that matter 
any other words of art contained in the 
federal statute—will make it plain that 
reference is made exclusively to these terms 
as used in that statute, and there will be 
no room for misconstruction. (Since the 
Gutkin-Beck article evinces particular con- 


1090 


cern over the use of the term “adjusted 
gross estate,” attention is called to an 
excellent form of maximum marital de- 
duction clause in which that term does 
not appear. It gives the wife or the trustees 
for the wife an amount “which, when added 
to the value of all other interests for which 
marital deductions are finally allowed in 
fixing the federal estate tax payable on 
my taxable estate, shall total the maximum 
amount allowable as a marital deduction 
in fixing such tax.”) 

The substance of another Gutkin-Beck 
argument is that the use of the term “as 
finally determined” means that full dis- 
tribution to the widow will have to be 
delayed until the federal tax proceedings 
have been completed. This is true; but 
the same delay is encountered whenever 
the widow shares in the residue, whether 
as cestui or as outright legatee. Moreover, 
she has heretofore not always found the 
delay unendurable because it has served 
to reduce her income taxes. (Chick v. Com- 
missioner [48-1 ustc J 9192], 166 F. (2d) 337.) 


It is believed that arguments stronger 
than those referred to above can be made 
against the maximum marital deduction 
clause. In the first place, if the present 
law and its terms are abrogated or even 
changed and, for one reason or another, 
the will is not or cannot be revised accord- 
ingly, one shudders to think of the problems 
of construction that might arise. Moreover, 
the use of the marital deduction clause 
obliges the lawyer to draw a will which 
is Greek to his client. Finally, even if 
the client manages to grasp the meaning 
of the clause, he will often remain in the 
dark as to how much he is actually leaving 
his wife, as, for instance, in a case where 
there is doubt as to whether substantial 
inter-vivos gifts will be included in the 
taxable estate. However, unpredictability 
is his sole reason for resorting to the 
marital deduction clause. In many cases 
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the maximum marital deduction is and 
ought to be the testator’s objective; but 
at the time he is making his will, he does 
not know what assets will be included 
in his estate when he dies and cannot 
anticipate héw they will be valued. Un- 
predictability is unavoidable when the 
testator’s purpose is to leave his widow 
half of an unpredictable amount. 

Though the use of a marital deduction 
clause admittedly has definite disadvantages, 
the fact remains that the testator can 
make certain of procuring the maximum 
marital deduction only by resorting to a 
formula which, no matter how it is phrased, 
takes into account his adjusted gross estate 
as it will be finally determined. The im- 
portance of this advantage, and the de- 
termination as to whether it outweighs 
the disadvantages of using a maximum 
marital deduction clause, hinge on the facts 
of the particular case at hand. In some 
cases, especially those of older men, it may 
be possible to make a fair guess as to what 
the size of the taxable estate will prove to 
be; but this is likely to be uncommon 
in cases involving substantial estates of 
younger and still-active men. 


In this connection, it is significant to 


observe that the trust departments of the 
large corporate fiduciaries advocate the use 
of maximum marital deduction clauses. To 
judge by what one hears and can read 
on the subject, it seems safe to assert that 
most experienced draftsmen are regularly 
incorporating these clauses into the wills 
they draw. 


New Yorx Criry ALBERT MANNHEIMER 
Silverson Plan 
Sr: 


The October issue contained the Silverson 
Plan in respect to the treatment of earned 
income. I cannot go along with the Silver- 
son Plan. My objections are based on princ- 
iple as well as on application. I favor 
preferred treatment for earned income, but 
on a premise, pattern and timing distinctly 
different from the Silverson Plan. I here 
outline my views on these matters by 
enumeration: 

(1) The Silverson Plan fuses tax reduc- 
tion on earned income with a plan of saving. 
Making Siamese twins of these two things 
is, in my opinion, unfortunate. If forced 
saving is the idea, I cannot see why it is 
allied only with earned income. If favoring 
earned income is the idea, I cannot see why 
it is allied with saving. The interlink, in my 
opinion, discriminates against those who 
cannot afford to save, or who do not need 
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to save, or who want simply to exercise 
their freedom to save, spend or lose, as 
they wish. 

(2) The plan may completely miscarry. 
It aims at the reduction in tax on earned 
income through tax deferment. But tax de- 
ferment may not result in tax savings. It 
depends on the course of tax rates, the 
nature and extent of the outside income, and 
the time and extent of withdrawals from the 
fund. In the actual working of the plan, 
there may be no tax savings. There may in 
fact be a tax increase, which in turn under- 
mines the whole foundation for its com- 
plicated superstructure. 


(3) The plan can easily stray from its 
purpose in another way—liquidation of the 
fund and realization of the tax savings dur- 
ing periods of losses or low income, long 
before a taxpayer retires. True, the plan 
provides that what is thus realized shall be 
taxed. The point is that the fund is then 
“shot,” and all that has happened is that the 
taxpayer has helped himself to the tax re- 
duction as early as may be without any 
thought to building a retirement fund or 
concern about a “parabola.” It is natural 
for a taxpayer to do this when he knows that 
except for a change of rates, he can’t lose 
by cashing in during a year when he has low 
outside income or none at all. I would much 
rather face that- bit of realism in the more 
forthright, direct and simple way later 
suggested, 


(4) I feel that all that need be done is to 
tax earned income at more moderate rates 
than other income. This is simple, direct and 
justified on principle. It can provide the 
same (and an assured) amount of tax sav- 
ings for building a retirement fund as em- 
braced in ‘the majority plan, without the 
attendant strings and difficulties. It fixes 
the final amount of tax while the money is 
being earned and the tax can be paid. This, 
to me, is better than the Silverson Plan, ac- 
cording to which the tax is paid when the 
money is being spent. 

(5) There are many particular patterns 
from which to select for reduciton of tax on 
earned income. A separate category and 
rate of tax for earned income can be set up, 
as is done in England. A deduction can be 
allowed for a percentage of earned income. 
The capital gain approach to earned income 
can be used. A form of averaging or Section 
107 approach can be explored. A tax credit 
can be allowed for earned income. The ad- 
justment can be made at fixed or variable 
rates with or without an upper limit on the 
amount of tax savings. 


NEw York City 


J. S. SEIDMAN 
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Tax-Wise 


Meetings of Tax Men 


Pennsylvania.—Announcement has been 
made that the Second Annual Pennsylvania 
Tax Institute will convene in the auditorium 
of the Hotel Sylvania, Philadelphia, from 
Monday, December 6, through Friday, 
December 10. Those wishing to register 
for the Institute may apply to W. Curtis 
Drake, Executive Director, Pennsylvania 
Tax Institute, 1632 Chestnut Street, Phila- 
delphia 3, Pennsylvania. A $25 tuition fee 
covers attendance at all morning and after- 
noon sessions. A single admission is $10 
per day, while admission to the dinner 
meeting on Thursday, December 9, is $5. 


Wisconsin.—The Twelfth Annual Tax 
Clinic of the Wisconsin Society of Certified 
Public Accountants will be held on Friday, 
December 10, at the Milwaukee Elks Club, 
Milwaukee, Wisconsin. This one-day ses- 
sion of the clinic is designed to cover 
current federal and state tax subjects. At 
the morning meeting, state income and sales 
taxes will be discussed, while the afternoon 
meeting will be devoted to all phases of 
federal taxes. The clinic will close with 
a dinner and an after-dinner speaker. 


New York.—Practitioners, tax adminis- 
trators, businessmen and tax economists 
will be glad to hear that the generally 
neglected subject of tax administration 
will be featured at the Tax Institute’s 
annual symposium, to be held at the Hotel 
Pennsylvania, New York City, on December 
15, 16 and 17. The International Fiscal 
Association is cooperating in the symposium 
by arranging a session on the international 
aspects of income tax administration. 

Officers and board members of the Tax 
Institute, an educational organization, 
selected income tax administration as 
one of the. most important tax problems 
currently facing the American people, and 
as the most appropriate topic for this year’s 
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Taxes... 
Tax People... 
Things Taxed... 


symposium. Income taxes account for ap- 
proximately two thirds of total federal, 
state and local tax revenues. They are 
imposed by the federal government, thirty- 
five state governments and a rapidly increas- 
ing number of local governments. They 
constitute interstate and international, as 
well as federal-state-local, problems. 

The basic goals of tax administration will 
be considered in an address by Dr. Luther 
Gulick, the president of the Institute of 
Public Administration, at the opening 
luncheon session. At the following session, 
the responsibilities of Congress, of the ex- 
ecutive departments and of the courts in 
federal income tax administration will be 
discussed by Robert N. Miller, of Miller 
& Chevalier; Edward H. Foley, Jr., Under 
Secretary of the Treasury; Montgomery B. 
Angell, of Davis, Polk, Wardwell, Sunder- 
land & Kiendl; and Arthur A. Ballantine, 
of Root, Ballantine, Harlan, Bushby & 
Palmer. 


The second day will open with a con- 
sideration of such specific administrative 
problems in federal income tax administra- 
tion as depreciation allowances, compensa- 
tion problems, income and expense probiems, 
the enforcement of Section~ 102 and the 
administration of excess profits tax relief 
provisions, which will be discussed, respec- 
tively, by Paul Norton, vice-president and 
treasurer of Case Crane & Kilbourne Jacobs 
Company; Harold T. Swartz, of the Bureau 
of Internal Revenue; J. S. Seidman, of 
Seidman & Seidman; John L. Connolly, 
secretary and general counsel of the Minne- 
sota Mining & Manufacturing Company; 
and Henry J. Merry, chairman of the Excess 
Profits Tax Council, Bureau of Internal 
Revenue. 


In a session on state income tax ad- 
ministration, Richard W. Lindholm, of 
Michigan State College, will give a general 
appraisal of state income tax administrative 
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problems. Standards for appraising the 
work of income tax auditors will be dis- 
cussed by Russell C. Jones, Supervisor of 
Income and’ Corporation License Taxes, 
Kentucky; difficulties encountered by in- 
terstate corporations in complying with 
varying standards of administrative pro- 
cedure will be the subject of a lecture 
by Louis P. Schreiber, of E. I. du Pont 
de Nemours & Company; and progress 
toward achieving uniformity in state income 
tax administration will be evaluated by 
Mortimer M. Kassell, Deputy Commissioner 
and Counsel, New York State Department 
of Taxation and Finance. 


Interested persons are cordially invited 
to attend the symposium sessions. A large 
and active Committee on Local Arrange- 
ments, under the chairmanship of Arch W. 
Bowser, American Petroleum Industries 
Committee of the American Petroleum In- 
stitute, is working to bring the conference 
to the attention of specific groups concerned 
with these problems. 


Television Tax 


The Comptroller of Public Accounts in - 


Texas has ruled that television equipment 
is subject to the state tax of two per cent 
which is levied on radios. This is a luxury 
excise tax imposed on the seller of new radios, 


added to the purchase price and thus passed 
on to the consumer. 


Year-End Forfeitures 


A reminder in the CCH MatINne TAx 
Reports (f/ 8-601) that the charters of cor- 
porations which have not paid their franchise 
taxes by December 1 are subject to 
forfeiture, inspired us to look into the 
situation in other states, with a view to 
presenting comparable penalty provisions 
in chart form. Research disclosed that 
over half of the states penalize corporations 
for delinquency in the payment of franchise 
taxes by revoking corporate charters, or by 
suspending or withdrawing the privilege of 
doing business in the state. So complicated 
were these provisions, however, and so 
hedged in with specifications as to the types 
of corporations affected, the periods of 
delinquency, the causes of delinquency, etc., 
that we abandoned our intention to chart 
the information, and decided, instead, 
merely to sound a warning: Any company 
operating in a state which imposes a 
franchise tax would be wise to check the 
delinquency provisions in that state, if it 
values its business life there. 


Tax-Wise 


All This and Heaven, Too 


If the editorial writers want to make 
something out of the Textron Mills-Nashua 
situation, we suggest that they read the 
article “Puerto Rico—A Taxpayer’s Para- 
dise,” in the Vanderbilt Law Review. 


Within the last year, Puerto Rico has 
made a tempting bid for industry. By 
re-examination of its old laws and enact- 
ment of new ones, it has assured business 
a political climate as favorable to business 
operations as is the natural climate of the 
island. New laws offer complete tax ex- 
emption from federal and insular income 
taxes to new industries applying for loca- 
tion there. Applications for admission to 
this taxpayer’s paradise have been received 
from a wide range of manufacturers, such 
as. button, canned goods, rainwear, eye- 
dropper, coconut concentrate, pastry filler, 
embroidered blouse, milk bottle cap, ice 
cream cone, soda straw, polished diamond 
and multigraphing companies. 


We do not expect a wholesale exodus 
of American business to Puerto Rico; but, 
it is worth remembering, many such busi- 
nesses, employing thousands of workers, 
can operate with fewer headaches from a 
base such as Puerto Rico than they can 
from some remote points within the United 
States. 


There are Puerto Ricos here in the United 
States—communities which court business 
for the location of manufacturing plants— 
just as there are Nashuas—communities 
which develop an attitude so hostile to 
business that industry finds the rarefied 
atmosphere too hard on its heart and 
moves elsewhere, to the regret of everyone 
involved. 


The Textron Mills, which made sheets 
and blankets, employed one fourth of the 
citizens of Nashua; and when the manage- 
ment decided to close down, everyone was 
out on the highway, blocking the roads so 
the old capitalistic mare could not escape. 


While we might be criticized for waving 
a moral before these unfortunate souls (the 
employees as well as the townspeople), they 
have our deepest sympathy. The moral, if 
any, seems to lie in the fact that it is the 
people who suffer in situations of this kind. 
Can this be prevented? Possibly, by just 
a little more vigilance on the part of the 
people in the exercise of their right to vote, 
and by a little more care in the selection 
of candidates for local public office. 
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Our Cover 


This month we present Alvin H,. Cross, 
who became Deputy Commissioner of the 
Accounts and Collection Unit on August 
22, 1948. Mr. Cross first came to the Bureau 
in 1918, and has been with the Accounts and 
Collection Unit since 1919, He is a native 
of Washington, D. C., and his appointment 
is in keeping with the Bureau program of 
promoting from within its own ranks. 


This Year 


Any reminiscing on the events of this year 
to enrich the conversation around the 
cracker barrel will probably dwell on the 
political conventions and the election. How- 
ever, even from a tax-history standpoint, 
there was much excitement, 

The year’s tax history properly begins 
with the publication, last December, of the 
Magill report on tax revision. This report, 
the result of a great amount of work by the 
Special Tax Study Committee, was sub- 
mitted to the House Committee on Ways 
and Means. The report stated the well- 
known fact that there had been no general 
revision of the tax law since 1942, and that 
during the intervening years there had 
arisen many inequities which required a 
complete revision of the Code. 

The Knutson Bill, which finally became 
law, did embody the committee’s suggestion 
to permit husbands and wives “to divide 
their combined incomes between themselves 
for the purpose of computing their federal 
income tax.” 

Shortly after the convening of Congress, 
the President proposed his own tax-reduc- 
tion idea, This was a $40 cost-of-living re- 
duction of the amount of the tax. However, 
he felt that any tax reduction should also 
be accompanied by an increase, which would 
restore to the Treasury the amount lost 
through the cost-of-living reduction, to come 
from corporations. 


Alvin H. Cross 
Thirty Years in the Bureay 
A Hectic Year in Tax History 


Washington Tax Talk 


The President was backed up by his 
economic report, prepared by the Council 
of Economic Advisers, which noted that 
corporation profits had reached a high of 
$17 billion, This figure has been vehemently 
criticized as a statement without a norm 
and as a gross oversimplification of the 
problem. 


Congress would not hear of such in- 
creases, as events later proved, Although 
a bill was introduced to effectuate the 
President’s proposal, nothing ever came of 
it; it signed its own death warrant with 
a seventy-five per cent excess profits tax 
provision, 


Representative Knutson, whose tax-reduc- 
tion bill had been vetoed the previous year, 
persisted, and in February his new bill 
passed the House by a vote of 297 to eleven. 
Over a month later, on March 23, the Senate 
passed the bill, with some changes, by a 
vote of seventy-eight to eleven, 


Repeated warnings by the President that 
he would veto any bill which did not carry 
his recommendations or which did not take 
into consideration the replacement of the 
amount to be lost through reduction, served 
only to make the proponents of the Knutson 
Bill work harder to secure support for an 
overriding of the Presidential veto. 


On March 25, the House accepted the 
Senate changes by a vote of 288 to sixty- 
seven, and the bill, calling for a reduction 
of $4,800 million, went to the White House. 


The President vetoed the bill, The House 
and the Senate promptly passed the measure 
over the veto by votes of 311 to eighty-eight 
in the House and seventy-two to ten in the 
Senate. 


On May 1, the taxpayer began to feel the 
benefits of the law which had had such a 
time going through the legislative mill, for 
on this date the new withholding rates be- 
came effective. 
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Soon after the Knutson Bill became law, 
the Treasury put forth some suggested re- 
visions which sputtered like a wet firecracker 
and were heard from no more. 


The next tax issue before Congress, which 
blossomed into a full-scale fight, occurred 
in June, and concerned the repeal of the tax 
on oleomargarine. The measure did not 
become law, the reduction did not come off, 
and each side withdrew from the battlefield 
nursing its wounds and vowing that next 
time things would work out differently. 

After June, the political events crowded 
taxes off the front page. But next January— 
well, it’s another day, another Congress 
and another philosophy. Anything can 
happen. 


Treasury 


Secretary Snyder spoke recently in Los 
Angeles on the problems incident to the col- 
lection of $31 billion in personal and cor- 
porate income taxes from sixty million 
taxpayers. One of the problems which so 
far has not been satisfactorily solved is that 
of making refunds for overpayment of taxes. 


Overpayment can hardly be avoided under. 


the withholding system; but, the Secretary 
said, a considerable amount in interest is 
being saved by the prompt payment of the 
overpayments. The amount of refunds paid 
in 1947 was $1.5 billion; and by returning 
this money to the Taxpayer within two 
and one-half months of the end of the year, 
interest of nearly $21 million was saved as 
compared with 1943. In making these re- 
funds it is necessary for the Treasury to 
check nearly two hundred million docu- 
ments, stich as returns, withholding receipts 
and declarations. 

Significant changes have been made in 
the administrative procedure of the Bureau 
of Internal Revenue for the acceleration of 
all processes in the handling of tax returns. 
Secretary Snyder mentioned the following: 

“Individual technical refund allowances 
of under $1,000, now scheduled by the Wash- 
ington office, will be scheduled by the col- 
lectors beginning January 1, 1949. 

“Penalties on delinquent individual in- 
come tax returns of $7,000 and over, now 
asserted by the Washington office, will be 
asserted by collectors on and after January 
1, 1949, under delegated authority. 

“Selection of returns for audit will be 
made by revenue agents locally rather than 
by auditors at the Washington office. 

“Procedures are now being drafted which 
will eliminate the ending of individual in- 
come tax returns of $7,000 and over to the 


Washington Tax Talk 


Washington office for classification prior 
to assignment to the agents for investiga- 
tion. Certain other functions now performed 
in the Washington office, such as the de- 
termination of the penalty for late filing of 
individual income tax returns, are being 
delegated to the field offices. The estimated 
clerical and other savings resulting from 
stich transfers from the Washington office 
are being allocated to the field offices for the 
further employment of front-line enforce- 
ment personnel. 


“The number of miscellaneous excise tax 
returns transmitted to the Washington office 
of the Bureau for examination and audit has 
been drastically reduced. The total number 
of these returns filed each year approxi- 
mates six million, and all but about 45,000 
of these are now to be processed by field 
action exclusively. Decentralization of 
Washington operations will continue to be 
instituted as soon as possible in order to 
effect additional economies. 


“As a result of an experiment made in the 
Cleveland collector’s office, punch-card 
equipment is being installed in the New 
York area and in Chicago, Detroit, Balti- 
more and Los Angeles, to determine the tax 
for those persons who elect to have the 
collectors figure their tax for them. The 
use of such mechanical devices is being 
tested and extended just as fast as possible. 


“Our most recent step toward greater 
Bureau of Internal Revenue efficiency has 
been the selection of a management-engi- 
neering firm to make an over-all survey and 
analysis of the operations of collectors’ of- 
fices. Financial provision for the survey 
was made in the Treasury’s 1949 Appropria- 
tions Act. It should result in thorough 
coordination of the improvements in Bureau 
procedure already mapped out, and in the 
development of new ones. Similar surveys 
by outside experts already have been made 
of two other major Treasury agencies, the 
Bureau of Customs and the United States 
Coast Guard.” 


Taxes for Highways 


According to the American Petroleum 
Institute, last year owners and operators of 
America’s more than thirty-seven million 
passenger cars, busses and trucks paid into 
the coffers of the forty-eight states almost 
$2 billion in special taxes for highways. 
Approximately two thirds of the total re- 
ceipts came from gasoline taxes, while the 
remainder came from registration fees, 
drivers’ licenses, motor carriers’ taxes and 
miscellaneous levies. 
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Willingness to Pay 


Everyone agrees that economy in govern- 
ment is important. But the achievement of 
economy requires that our belief in economy 
be directed effectively against the particular 
pressures that will always be found in sup- 
port of particular expenditures. In other 
words, as the Committee for Economic De- 
velopment suggests, every proposal that 
would expand government functions should 
pass the test of society’s willingness to pay 
for it in taxes. 


New Excess Profits Tax 


All tax talk is not confined to Washing- 
ton these days. A lot of talking is being 
done in business offices all over the coun- 
try, with much speculation as to what the 
election means for the tax situation. Com- 
merce Clearing House, Inc., reports that it 
is receiving a number of requests for copies 
of the Dingell Excess Profits Tax Bills, in- 
troduced at the Eightieth Congress. There 
were two of them—H. R. 4968, introduced 
in January, and H. R. 7109, introduced in 
August. Back in Washington, however, 
Paul J. Foley, prominent CPA and attorney, 
seems to present the best consensus of the 
excess profits tax situation. In our inter- 
view with him, he said: 


“With the Administration as well as the 
incoming Congress committed to serve the 
‘common people’ and sympathetic to labor, 
much of the additional revenue to be pro- 
vided is expected to come from tax increases 
for corporations, probably through an ex- 
cess profits tax. 


_ “The excess profits tax is bound to be 
high on the agenda when Ways and Means 
gets under way, and a slightly watered ver- 
sion has about an even chance of final en- 
actment. At least one of the Ways and 
Means Committee members intends to re- 
introduce the Dingell Bill [H. R. 4968] (the 
Administration’s bill last Congress); and 


several members, including Republicans, 
have shown inclination to consider it. Among 
other things, it provided, roughly, for a 
credit of 140 per cent of excess profits tax 
credit under old law, with specific exemp- 
tion of $50,000, plus an additional $50,000 
for corporations formed after 1940. The 
excess profits tax rate proposed was pro- 
gressive—fifty per cent to eighty per cent. 


“The excess profits tax has particular ap- 
peal in certain circles since labor has long 
contended that it was unfair to let corpo- 
rate profits soar while labor rates in such 
companies were held down. 


“Fiscal economists have their own ver- 
sion, stressing that many of the conditions 
of the early 1940’s still exist: namely, (1) 
full employment, (2) inflationary pressure, 
(3) acute need for revenue and (4) sellers’ 
markets for many consumer durable and 
capital goods. 


“Corporate tax planning for 1949 cannot 
ignore this proposal, although it will meet 
some opposition. 


“Considerable significance should be at- 
tributed this year to the President’s desire, 
as will be indicated in the budget message. 
This, no doubt, will be the first official in- 
dication of the extent to which the excess 
profits tax will be pushed. While it is believed 
that only Dr. Gallup could definitely indi- 
cate whether the excess profits tax campaign 
straw will find its way into legislation this 
session, its enactment will probably not 
hinge on the administrative difficulties re- 
garding the base, even though the 722 back- 
log stands as an almost mute monument to 
the magnitude of the administrative difh- 
culties inherent in establishing an equitable 
excess profits tax base. The old 1936-1939 
base will probably be advocated since the 
fiscal economists are on record as finding 
that it is a more nearly perfect base than 
any other considered. It is estimated that 
the Dingell Bill excess profits tax coverage 
would affect about seven per cent of all 
corporations.” 


an 
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Has Its Tax Problems, Too 


By MAURICE P. GELLER and ELMER A. ROGERS 






IN SOLVING THE TAX PROBLEMS PRESENTED BY EMBEZZLEMENT, 
THE TAX MAN IS HARRIED BY FOUR BASIC QUESTIONS AFFECT- 
ING THE EMBEZZLER AND THE PERSON SUFFERING THE LOSS ... 


ment. The amendment states simply that 
“Congress shall have the power to lay and 
collect taxes on income, from whatever 


source derived.” (Italics supplied.) 


In Eisner v. Macomber [1 ustc { 32], 252 
U. S. 189, the Supreme Court stated: 
it may be assumed that Congress 
intended to embrace within the scope of 
the [income] tax all income which it might 
constitutionally tax.” Therefore, the start- 
ing point in determining what is taxable 
income is the definition of income by Con- 
gress which appears in Section 22(a) of 
the Internal Revenue Code: 



















“Gross income’ includes gains, profits 
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cess T HE INCOME TAX aspects of embez- 
eved zled funds encompass the taxability 
ndi- of the embezzled funds as income to the 
aign embezzler; the admissibility of a deduction 
this for income tax purposes by the person 
not suffering the loss; the time at which the 
re- deduction, if any, may be taken; and the “ 
ack- amount of the deduction. 

it to The problem of taxable income to the 
liffi- embezzler clearly revolves around the 
able definitions of income and gross income 
1939 under the Sixteenth Amendment to the 
the Constitution, the Income Tax Act of 1913 
ding and the Revenue Act of 1916 (Section 22 
than (a) of the Internal Revenue Code; Regu- 
that lations 111, Section 29.22(a)-1), and the 
ra interpretations of these definitions by the 





Bureau and the courts. The question of 
the deductibility of an embezzlement loss by 
the person suffering the loss is answered 
by Sections 23(e) and 23(f) of the Internal 
Revenue Code, and judicial interpretations 
of those sections. 







The Sixteenth Amendment contains no 





and income derived from salaries, wages, 
or compensations for personal service, of 
whatever kind and in whatever form paid, 
or from professions, vocations, trades, busi- 
nesses, commerce, or sales, or dealings in 
property, whether real or personal, growing 
out of the ownership or use of or interest 
in such property; also from interest, rent, 













definition of income in order to avoid the 


dividends, securities, or the transaction of 
question of taxation without apportion- 


any business carried on for gain or profit, 





Mr. Geller, a New York CPA and partner of the firm of Geller and Harris, lectured at the 
recent New York University Institute on Federal Taxation. His co-author is a mem- 
ber of the New York Bar and was formerly Special Deputy Assistant Attorney 
General. He is a partner in the law firm of Rogers and Rogers 
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or gains or profits, and income derived from 
any source whatever.” (Italics supplied.) 


The inclusiveness of this definition doee 
not require comment. 


The Code definition of income has re- 
mained basically unchanged since the In- 
come Tax Act of 1913. However, Mr, 
Justice Burton, in his dissenting opinion 
in Wilcox et al. v. Commissioner, [46-1 Ustc 
J 9188], 327 U. S. 404, calls attention to an 
important change made by the Revenue 
Act of 1916. The Act of 1913 originally 
provided that “the net income of a taxable 
person shall include gains, profits and in- 
come derived from . . , the transaction 
of any lawful business carried on for gain 
or profit.” (Italics supplied.) The 1916 
Act omitted the word “lawful.” 


From the above it can be seen that the 
definition of income is sufficiently broad 
in scope to include as income funds secured 
from embezzlement if no judicial concepts 
or rulings are involved. 


Embezzled Funds 


It is important to distinguish embezzle- 
ment from other types of illegal gains in 
any consideration of the income tax aspects 
of funds derived from such acts. This 
distinction is necessary because of the dif- 
ferent income tax treatment accorded by 
the courts to funds secured through em- 
bezzlement on the one hand and through 
illegal and unlawful gains on the other, 
The distinction is based on the theory that 
the embezzler secures no title to the funds 
embezzled, whereas the wrongdoer secures 
title, though imperfect, to illegal gains, 


The essence of embezzlement is the 
fraudulent misappropriation of funds in- 
volving a breach of trust. It is a purely 
statutory offense. A more detailed definition 
from the Cyclopedic Law Dictionary (third 
edition, Callaghan and Company) follows: 


“Embezzlement 

“The wrongful and fraudulent appropri- 
ation of property to his own use by one 
to whom it has been entrusted by or for 
the owner. 


“A breach of trust is the essence of the 
offense. ; 


“To constitute embezzlement the person 
appropriating the property must hold a 
relation of trust towards the owner, by 
virtue of which he had possession of such 
property. 31 Cal. 108; 68 Iowa 593; 110 
Missouri 209. 
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“The appropriation must be with fraudu- 
lent intent, and by this embezzlement is 
distinguished from mere tortious conver- 
sion, 82 Ill. 425; 78 Ga. 340; 62 Mich. 276; 
50 N. J. Law 475. 


“The offense is a purely statutory one 
and by many of the statutes is denomi- 
nated ‘larceny’ but it is commonly known 
as ‘embezzlement’ and is distinct from 
larceny at common law, one of the essen- 
tials of which was wrongful taking from 
the possession of the owner.” 


Historical Background 


Until February 25, 1946, when the Su- 
preme Court handed down its decision in 
Wilcox et al. v. Commissioner, ruling that 
embezzled funds were not income subject 
to federal income tax, the lower courts 
had handed down many contradictory deci- 
sions on the question of whether or not 
embezzled funds were income and therefore 
taxable. The Bureau of Internal Revenue, 
in G. C. M. 16572, XV-1 CB 82, had held 
that such funds were taxable. This posi- 
tion of the Bureau was supported by the 
Board of Tax Appeals. (McKnight [CCH 
Dec. 11,606], 43 BTA 221; Kurrle [CCH 
Dec. 11,648-E], BTA memo. op.; Wilcox 
[CCH Dec. 14,107 (M)], 3 TCM 881.) How- 
ever, prior to the Supreme Court decision, the 
various Circuit Courts of Appeals had handed 
down contradictory decisions in the matter. 
(Rau v. U. S., 260 F. 131; Steinberg v. U. S. 
[1 ustc 7182], 14 F. (2d) 564; Kurrle v, 
Helvering [42-1 ustc J 9357], 126 F. (2d) 723; 
McKnight v. Commissioner [42-1 ustc {J 9450], 
127 F. (2d) 572.) 


In the Raw (1919) and Steinberg (1926) 
cases, two Circuit Courts had held that 
embezzled funds were not income and hence 
were not subject to federal income tax. 
In Steinberg, the court relied on the deci- 
sion in Rau, but also drew a distinction 
between embezzled funds and other illegal 
gains to show that no title of any kind 
passes with the former. 


Bureau's Position 


In 1936 the Bureau of Internal Revenue 
issued G. C. M. 16572, supra, which expressly 
stated “that the proceeds of an embezzle- 
ment constituted taxable income in the hands of 
the embezzler.” The G. C. M. further stated: 


“The United States Supreme Court has 
also defined income as ‘gain derived from 
capital, from labor, or from both com- 
bined, provided it be understood to include 
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profit gained through a sale or conversion 
of capital assets’. (Eisner v. Macomber, 252 
U. S. 189; TD 3010, CB-3-25.) This defini- 
tion of income is likewise sufficiently all- 
inclusive to comprehend embezzled property. 
The proceeds of an embezzlement may 
surely be regarded as a gain, and if the 
court’s requirement that gain must be de- 
rived from labor may be. taken to mean 
that the gain must result from some ex- 
penditure of human energy, then it would 
seem that the proceeds of an embezzlement 
are derived from labor. 


“Although there are no decisions holding 
directly that the proceeds of an embezzle- 
ment constitute taxable income, yet, in view 
of the foregoing, it may properly be said 
that there is no controlling authority to 
the contrary.” 

This definitive position on the taxability 
of embezzled funds as income was accepted 
by the Board of Tax Appeals in its 
McKnight decision (1941). In that decision 
the Board held that embezzled money was 
taxable; nevertheless, it admitted that the 
embezzler took no title to the funds. The 
Board further weakened its opinion when 
it stated: 


“It is apparent, however, that there is 
some weight in petitioner’s argument that 
no income is realized from the possession 
of funds or other assets which belong to 
another. There is persuasive weight to it 
when the ownership of these funds is 
acknowledged and their repayment or pay- 
ment-over is to be made in due course.” 


Weak Decision 


In Kurrle v. Helvering, supra, the Eighth 
Circuit Court, on March 14, 1942, upheld 
the Board of Tax Appeals in its position 
that embezzled funds represented taxable 


income. In the writers’ opinion, this was 
a weak decision in that the Circuit Court 
made no distinction between embezzlement 
and other illegal gains. Further, it implied 
that an embezzler had a claim of right to 
embezzled funds when it quoted, in support 
of its decision, from North American Oil 
Consolidated v. Burnet [3 ustc 943], 286 
U. S. 417: 


“If a taxpayer receives earnings under a 
claim of right and without restriction as 
to its disposition, he has received income 
which he is required to return, even though 
it may still be claimed that he is not 
entitled to retain the money and even 
though he may still be adjudged liable 
to restore its equivalent.” 


Embezzlement 


The Circuit Court in Kurrle also based 
its opinion on the ground that all income 
is taxable, regardless of source, pursuant 
to Section 22(a) of the Internal Revenue 
Code. The court cited National City Bank 
of New York v. Helvering [38-2 ustc J 9425}, 
98 F. (2d) 93, in which illicit profits to a 
corporate officer were held taxable. 


Immediately following the Kurrle case, 
the Fifth Circuit Court, on April 29, 1942, 
in McKnight v. Commissioner, supra, re- 
versed the Board of Tax Appeals by hold- 
ing that embezzled funds were not subject 
to federal income tax. The Fifth Circuit 
took cognizance of the Kurrle decision but 
did not agree with it, except insofar as 
it held that profits from the use of embez- 
zled funds were subject to tax. 


The court further held in McKnight that 
the embezzler “got no title, void or void- 
able, to what he took,” and further that 
he must repay the funds embezzled even 
though “no action or election by the owner 
[of the funds] is necessary.” The court 
questioned the fact that the embezzler 
received “gain” or “profit” from the em- 
bezzled funds in order to include such 
funds within the meaning of income as 
defined by Section 22(a). The court decided 
against this theory since it was of the 
opinion that the embezzler received no title 
to the funds and had a duty to the owner 
to account for and to repay the value of 
what was taken. 


Preferential Claim 


The court was also perturbed by the 
possible result of government taxation of 
embezzled funds in that “the direct result 
of such a doctrine would be that the 
United States would assert a preferential 
claim for part of the dishonest gain, to 
the direct loss and detriment of those to 
whom it ought to be restored.” In the 
writers’ opinion, such loss would be suf- 
fered only if the taxation of the embezzler 
reduced his financial position to the point 
where no recovery could be accomplished. 
Such taxation would not interfere with 
the statutory rights of the loser to recover 
the amount embezzled. 


In McKnight the court was careful to 
point out, however, that a taxpayer may 
not set up as a defense to defeat taxation 
the unlawfulness of the business in which 
he has made gain, and cited the following 
cases: U. S. v. Sullivan [1 ustc J 236], 274 
U. S. 259; Christian H. Droge [CCH Dec. 
9617], 35 BTA 829; Chadick v. U. S. [35-2 
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ustc J 9416], 77 F. (2d) 961; Barker et al. v. 
Magruder [38-1 ustc { 9052], 95 F. (2d) 122. 
Despite the weight of the Circuit Court’s 
opinion in McKnight, the Board of Tax 
Appeals in Wilcox, supra, declared that 
embezzled funds were subject to federal 
income tax. The Board acknowledged the 
findings in the McKnight case, but chose 
to recognize the Eighth Circuit Court’s 
findings in Kurrle. It justified its findings 
on the grounds of previous Board decisions 
(McKnight and Kurrle) and the conflicting 
decisions of the various Circuits. 


In 1946 the Supreme Court (affirming 
the decision of the Circuit Court) handed 
down its decision in Wilcox, in which it 
definitively held that embezzled funds are 
not subject to federal income tax. 


Present Status 


Embezzled funds can now conclusively 
be considered exempt from federal income 
tax as a result of the Supreme Court’s 
decision in Wilcox. 


The basis of the Supreme Court’s deci- 
sion that embezzled funds are not income 
is that a taxable gain is conditioned upon 
(1) the presence of a claim or right to the 
alleged gain and (2) the absence of a 
definite, unconditional obligation to repay 
or return that which would otherwise con- 
stitute a gain. The same basic theory was 
expressed in 1936 by the Fifth Circuit 
Court in Commissioner v. Turney [36-1 
ustc $9167], 82 F. (2d) 661, which held 
that if a person received money clearly on 
behalf of another, it is not taxable if he 
must unconditionally pay that money to 
another. The court held this to be so even 
if the person failed to comply with his 
obligation. 


In an exposition of its philosophy in the 
Wilcox case, the Supreme Court said: “The 
question thus is whether the wrongful ac- 
quisition of funds by an embezzler should 
be included in the statutory phrase ‘gains 
or profits and income derived from any 
source whatever’, thereby constituting tax- 
able income to the embezzler. the 
bare receipt of property or money wholly 
belonging to another lacks the essential 
characteristics of a gain or profit within 
the meaning of Section 22 (a).” Therefore, 
the Court concluded that the lack of a 
“claim of right” excluded embezzled funds 
from taxable income, with the two im- 
portant qualifications discussed below. 

The Court held that for embezzled funds 
to be excluded from income “the uncon- 
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ditional indebtedness [created by the em- 
bezzlement must not be] cancelled or re- 
tired.” If such indebtedness is retired or 
the embezzlement condoned by the person 
suffering the loss, “taxable income may 
adhere, under certain circumstances, to the 
taxpayer.” Furthermore, the Court stated, 
the person suffering a loss must also be 
given the right by state law to replevin 
the amount embezzled. 


In holding that a gain, to be taxable 
under Section 22 (a), must be conditioned 
by a “claim of right” and the absence of 
an unconditional obligation to repay or 
return, the Court acknowledged, but did 
not apply, the following theory of tax 
liability expressed in Burnet v. Wells [3 
ustc § 1108], 289 U. S. 670: 


“(Tax liability] may rest upon the en- 
joyment by the taxpayer of privileges and 
benefits so substantial and important as to 
make it reasonable and just to deal with 
him as if he were the owner, and to tax 
him on that basis.” 


The Court also held that if a taxpayer 
uses embezzled funds and makes a profit 
thereby, the profit is subject to tax under the 
theory of taxability of unlawful gains. (See 
the Circuit Court ruling in McKnight, supra.) 


Dissenting Opinion 


In the Wilcox case Mr. Justice Burton 
wrote a vigorous dissenting opinion, in 
which he said he did not believe that 
Congress intended to limit gains described 
in Section 22 (a) “to such gains, unlawful 
or not, as are accompanied with a ‘claim 
of right’ by the taxpayer.” He also pointed 
to the fact that the Revenue Act of 1916 
omitted the word “lawful” from the defini- 
tion of income in the Income Tax Act of 
1913. He further said that if an embezzler 
uses embezzled funds for his own purposes 
and contrives to deprive his victim of a 
corresponding opportunity to enjoy the 
funds, the Internal Revenue Code gives 
the victim relief by allowing him to deduct 
such a loss (presumably under Section 23 
(e) or (f)) from his taxable income. “The 
allowance of such a deduction suggests 
the intent of Congress to transfer the 
liability for the tax on those funds to the 
embezzler.” In this theory, it would seem, 
Mr. Justice Burton did not account for 
the fact that a tax deduction is only 
partial compensation for the loss of em- 


bezzled funds. 


As a result of the Wilcox decision, the 
Bureau changed its position on the taxa- 
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bility of embezzlement funds. Following 
the Supreme Court, it now holds that “the 
mere act of embezzlement does not of 
itself result in taxable income inasmuch 
as the owner does not lose title to the 
property embezzled,” but that “where the 
owner condones the taking of the property 
and forgives the indebtedness, taxable in- 
come may result to the embezzler.” This 
position was expressed in G. C. M. 24945, 
1946-2 CB 27, which modifies G. C. M. 
16572, supra. 


Though the Bureau has taken a negative 
position, and may appear reluctant to re- 
linquish its former holding that embezzled 
funds are taxable income, it seems clear 
that it will not tax such funds unless the 
embezzlement is condoned by the victim. 


Application of Wilcox Case 


An interesting application of the rulings 
in Wilcox appears in U. S. v. Currier Lum- 
ber Company, Inc., [47-1 ustc {§ 9172], 70 
F. Supp. 219. In this case a stockholder 
owning directly or beneficially 100 per cent 
of the stock of a corporation converted 
corporate funds to his own use. He claimed 
that he had embezzled the funds, and that 
under the Wilcox rule they were not subject 
to tax. However, the District Court ruled 
that the stockholder had taken the funds 


under a “claim of right” as the only person 
beneficially interested in them, and that 


they were, therefore, subject to federal 
income tax. 


Similarly, in Petit [CCH Dec. 16,475], 
10 TC—, 161 (1948), the taxpayer unsuc- 
cessfully tried to establish his felonious 
act as an embezzlement in an attempt to 
avoid taxation under the Wilcox dictum. 
The court recognized the Wilcox decision, 
but failed to find sufficient evidence to 
regard the taxpayer as an embezzler since 
- no facts were introduced to show that a 
specific sum had been embezzled. The 
court also pointed out that embezzlement 
was a technical statutory offense requiring 
clear and convincing proof. 


Loser’s Position 


The admissibility of an embezzlement 
loss as a deduction from gross income is 
clearly established. The deduction may be 
claimed under Section 23(e) (for taxpayers 
other than corporations) and Section 23(f) 
(for corporate taxpayers) of the Internal 
Revenue Code, as specified in Regulations 
111, Section 29.43-2. However, pursuant 
to the Code and the Regulations, it has 


Embezzlement 


been generally held that the loss is de- 
ductible in the year of the embezzlement 
and not in the year of discovery. 


Obviously such a principle governing the 
year of deductibility can work a substantial 
hardship on the taxpayer since embezzle- 
ments may remain undiscovered until the 
period of limitations for claiming a refund 
for the year of loss has expired. The 
monetary loss to the taxpayer is certainly 
not decreased by the delay in discovery 
due to circumstances beyond his control. 
It is to be hoped that, relying on the 
implications of the opinion of the Supreme 
Court in Wilcox, the Bureau of Internal 
Revenue will change its position to allow 
a deduction as a bad debt for embezzlement 
losses when determination is made that 
the losses are not recoverable. 


Admissibility of Deduction 


Regulations 111, Section 29.43-2, provide 
that “a loss from theft or embezzlement 
occurring in one year and discovered in 
another is ordinarily deductible for the year 
in which sustained.” This regulation makes 
clear not only the deductibility of the loss 
but also the time of deductibility. 


The admissibility of a deduction for an 
embezzlement loss has been clearly recog- 
nized by the courts in Piggly Wiggly Corpo- 
ration [CCH Dec. 8115], 28 BTA 412; 
Alabama Mineral Land Company [CCH 
Dec. 8146], 28 BTA 586; Summerill Tubing 
Company [CCH Dec. 9720], 36 BTA 347; 
and Burnet v. Huff [3 ustc § 1047], 288 
U. S. 156. 


As a result of the Wilcox decision, the 
Bureau and the courts may be forced to 
recognize an embezzlement loss as a bad 
debt instead of as a loss within the meaning 
of Section 23(e) or (f). The importance 
of such a change would be to allow de- 
ductibility after discovery and in the year 
in which it was determined that the loss 
was not recoverable. 


The Supreme Court, in the Wilcox case, 
stated, in effect, that an embezzlement in- 
volves a definite, unconditional obligation 
to repay whatever was embezzled. The 
Court further referred to the “wncon- 
ditional indebtedness” created by an em- 
bezzlement. Such dictum certainly implies 
that the embezzlement of funds from a tax- 
payer creates a debtor-creditor relationship. 
It remains to be seen whether this approach 
to embezzlement will be applied by the 
courts in future decisions on the deducti- 
bility and the year of deductibility of em- 
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bezzlement losses. A trend toward this 
thinking was started in Boston Consoli- 
dated Gas Company v. Commissioner [42-2 
ustc § 9506], 128 F. (2d) 473 (1942), and 
continued in Gwinn Brothers & Comp 
{CCH Dec, 15,250], 7 TC 320 (1946), in 
reliance on the Wilcox decision. 


Determination of Amount 


The Code, in Sections 23(e) and 23(f), 
states that deductible losses are limited to 
such losses as “are not compensated by 
insurance or otherwise.” The phrase “or 
otherwise” has been applied to include the 
right of offset against money held for 
the account of an embezzler and to re- 
coveries from an embezzler. 


Losses claimed for items other than 
money must, in general, be related to the 
market value of the property affected. 
Sentimental values are, of course, excluded 
from consideration. 


Proof of amounts embezzled need not 
depend upon evidence shown by books and 
records. Testimony by the embezzler is 
held sufficient evidence for determining 
amounts of embezzlement losses. (Burke 
Grain Company [CCH Dec. 10,583], 39 
BTA 334.) 

There must be definite proof of loss and 
the amount of loss in order to establish 
a deduction. A mere shortage in the 
accounts of an employee will not result 
in a deductible loss. (Taylor v. Commis- 
sioner [38-2 ustc { 9327], 95 F. (2d) 1018.) 


Year of Deductibility 


Until very recently embezzlement losses 
were considered deductible in the year of 
loss despite the obvious hardship imposed 
upon the taxpayer by the period of limita- 
tions when he sought the partial relief 
afforded by a deduction from taxable in- 
come. However, this principle was set aside 
by the courts in Boston Consolidated Gas 
Company v. Commissioner, supra, and in 
Gwinn Brothers & Company, supra. In 
these decisions, the courts allowed deduc- 
tions in the year of discovery on the basis 
of equity, “extraordinary” circumstances 
and the Wilcox dictum. 

The long-established rule of “year of loss” 
also has been modified under special cir- 
cumstances, such as final determination of 
loss and disputes with surety companies. 
Further, the courts have used the presence 
of bailment to modify this rule. 


As can be seen from the above quotation 
from Regulations 111, Section 29.43-2, the 


1102 December, 1948 @ TAX ES—The Tax Magazine 





current position of the Bureau is that em- 
bezzlement losses are ordinarily deductible 
only in the year of loss. This position 
was sustained over the years by the courts 
and Bureau rulings in Peterson Linotyping 
Company [CCH Dec. 3514], 10 BTA 
542; Southern School-Book Depository, Inc. 
{CCH Dec. 3590], 10 BTA 930; Piggly 
Wiggly Corporation, supra; Rahr Malting 
Company v. U. S. [44-1 ustc $9241], 54 
F. Supp. 282; Borden v. Commissioner [39-1 
ustc J 9236], 101 F. (2d) 44; A. R. M. 144, 
5 CB 139; L. O. 845, 1 CB 118; I. T. 1470, 
I-2 CB 60. 

The courts, in First National Bank of 
Sharon v. Heiner [3 ustc J 1151], 66 F. (2d) 
925, and Grenada Bank [CCH Dec. 9064], 
32 BTA 1290, pointed out that although 
losses sustained by embezzlement give rise 
to a claim against the embezzler which, 
if collectible, would prevent any resulting 
loss, such losses are sustained when the 
embezzlement occurs, and not, as with bad 
debts, when the claim is determined to 
be worthless. 


The courts have further held that even 
where the embezzlement losses occurred 
over an indeterminable period of years, they 
were deductible only in those years in 
which their occurrence could be definitely 
proved. (Bentley and Zimmerman {CCH 
Dec. 1871], 5 BTA 314.) 


Departure from Rule 


The first basic departure from the “year- 
of-loss” rule occurred in 1942 in Boston 
Consolidated Gas Company, supra, In this 
case the First Circuit Court recognized 
the weight of judicial opinion holding an 
embezzlement loss deductible only in the 
year of loss. (Burnet v. Huff, supra; First 
National Bank of Sharon v. Heiner, supra.) 
However, the court felt that a taxpayer 


should not be deprived of tax relief simply - 


because he could not determine the exact years 
in which large recognized embezzlement 
losses occurred. On the basis of equitable 
considerations and the “extraordinary” sit- 
uation created by such circumstances, the 
court allowed a deduction in the year of 
discovery for the entire loss. The court 
here depended on distinguishing the facts 
in this case as “extraordinary” in order to 
take advantage of the apparent flexibility 
provided in the wording of Regulations 111, 
Section 29.43-2—“loss from theft or em- 
bezzlement occurring in one year and dis- 
covered in another is ordinarily deductible 
for the year in which sustained.” (Italics 
supplied.) 








In Boston Consolidated Gas Company, 
Judge Magruder concurred with the ma- 
jority opinion on the ground that the 
“year-of-loss” rule might unjustly deprive 
the wronged party of a tax deduction 
because of his inability to prove the specific 
amounts embezzled in any one year. He 
also pointed out that “the same injustice 
would . . . result if the taxpayer did not 
discover an embezzlement until too late 
to file an amended return and to claim a 
refund for the year in which the money 
was taken.” 


Judge Magruder, in part of his opinion, 
drew upon the authority of McKnight v. 
Commissioner, supra, for the statement that 
‘if at any time of the embezzlement the 
wrongdoer makes no gain, because of the 
offsetting obligation, it seems logical to 
hold that the person whose money is taken 
does not at that time sustain a loss.” This 
principle of “offsetting obligation” was later 
expanded by the Supreme Court in Wilcox, 
supra, and relied upon by the court in 
Gwinn Brothers, supra. 


Year of Discovery 


In Gwinn Brothers (1946), a case in- 
volving embezzlements in an unknown 
number of years prior to discovery, the 
Tax Court unequivocally stated that the tax- 
payer could deduct all of the losses in the year 
of discovery. In arriving at this decision, 
the court quoted extensively from Boston 
Consolidated Gas Company and relied on 
the “extraordinary” nature of the circum- 
stances. The court also used as authority 
the Wilcox dictum of the debtor-creditor 
relationship between the embezzler and the 
victim, to justify a deduction in the year 
the claim against the embezzler was deter- 
mined to be worthless. It is important to 
note that the Bureau, in this case, acquiesced 
to the results only. 


As a result of the Boston Consolidated 
Gas Company and Gwinn Brothers cases, 
an embezzlement victim has good au- 
thority for deducting embezzlement losses 
in the year of discovery if the exact years 
of loss are undeterminable or if the statute 
has expired for the years in which the losses 
occurred. As an alternative, by reference 
to the Wilcox dictum of “debtor-creditor” 
relationship, the embezzlement victim might 
be able to establish uncollectible embezzle- 
ment losses as a bad debt deduction, thus 
also avoiding the problems incident to the 
period of limitations. 


Embezzlement 


Where embezzlement has not caused an 
immediate loss to the victim, the courts 
have held that a deduction cannot be taken 
until the year in which the victim actually 
suffers from the loss, In Alvin C. Cass 
{CCH Dec. 5327], 16 BTA 1341, partnership 
funds were embezzled by one of the part- 
ners. The extent of the loss to the other 
partner was not discovered until the part- 
nership was dissolved and the injured partner 
determined that he could not collect his 
distributive share. The Board of Tax Ap- 
peals allowed a deduction in the year in 
which the loss was determined. 


Under similar reasoning, the Tax Court, 
in Felton [CCH Dec. 14,612], 5 TC 256, 
allowed an embezzlement victim a _ tax 
deduction in the year in which he deter- 
mined his loss. In this instance, the tax- 
payer, and many others, had entrusted 
funds to an individual for reinvestment 
over a period of years. Such funds were 
regularly embezzled by him; but by jug- 
gling accounts he was able to return, on 
demand, any funds requested. When the 
“investor” disappeared, the embezzlement 
and its extent were discovered. The com- 
mingling of funds made it impossible to 
prove that any of the victims of the em- 
bezzlement had suffered losses prior to the 
embezzler’s disappearance. Therefore, the 
court allowed a deduction in the year in 
which the embezzlement was discovered. 


Special Circumstances 


The courts have taken cognizance of 
special circumstances created by the re- 
covery of embezzled funds through sureties. 
In Piedmont Grocery Company v. U. S. 
[1 ustc J 341], 66 Ct. Cls. 468, cert. den. 
280 U. S. 554, the court denied the tax- 
payer a deduction in any year for an 
embezzlement loss where the loss was 
compensated for by an insurance company, 
even though the compensation was received 
several years after the embezzlement oc- 
curred. In Broderick v. Anderson [38-1 
ustc § 9263], 23 F. Supp. 488, the taxpayer 
suffered an embezzlement loss in one year 
and filed a claim against the surety com- 
pany in the ensuing year. The surety 
company successfully rejected the claim 
because of a late filing. The court, there- 
fore, held the loss deductible in the year 
of filing since no loss would have occurred 
if the claim had been properly filed in the 
year of embezzlement. In Schwabacher 
Hardware Company [CCH Dec. 12,166], 
45 BTA 699, the Board of Tax Appeals 
did not allow the taxpayer a deduction for 
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that part of an embezzlement loss which 
was recovered in a year subsequent to the 
embezzlement. 


Bad Debt Deduction 


Where a taxpayer has accepted notes 
from an embezzler in lieu of a claim against 
the embezzler for the funds stolen, and 
the notes have subsequently proved worth- 
less, the courts have allowed the taxpayer 
a bad debt deduction in the year in which 
the notes proved worthless. See Ledger 
Company v. U. S. [2 ustc 9 477], 37 F. (2d) 
775, and Douglas County Light & Water 
Company [2 ustc § 583], 43 F. (2d) 904. 
In the latter case, the notes were received 
six years after the embezzlement. The 
Circuit Court reversed the Board of Tax 
Appeals ({CCH Dec. 4731] 14 BTA 1052), 
which had held that it did not believe the 
taking of a note six years after the mis- 
appropriation had the effect of converting 
a loss into a debt. If it were to follow 
this reasoning, the Circuit Court felt, it 
would penalize the taxpayer for attempting, 
in good faith, to minimize the loss. 


Recovery of Embezzled Funds 


As noted above, recoveries of embezzled 
funds act to reduce the embezzlement loss 
for federal income tax purposes. If a 
partial recovery is made against embezzle- 
ment losses of several years, the recovery 
would be allocated to each year in the 
proportion which each year’s losses bear to 
the total. The authority for this principle 
is Grenada Bank, supra, and I. T. 1470, 
I-2 CB 60 (1922). 


How would the Bureau and the courts 
treat a recovery of embezzlement losses 
which were discovered after the limitation 
period had expired for the year of loss, and 
for which no tax deduction was conse- 
quently allowed (on the assumption that 
the decisions in Boston Consolidated Gas 
Company and Gwinn Brothers were not 
applicable or accepted for the losses)? While 
there have been no direct rulings on this 
point, it may be assumed, by analogy, that 
such recoveries would not be treated as 


income. For instance, the Bureau, in Mim. 
4564, 1937-1 CB 93, stated that refunds of 
state or federal taxes or customs duties 
represent taxable income only as to those 
taxes which are deductible on federal income 
tax returns. 


Bearing more directly on the point, the 
courts have ruled that recovery of bad 
debts is not income where no previous 
deductions were taken. (Bass Publishing 
Company [CCH Dec. 4129], 12 BTA 728; 
Shenandoah Valley National Bank [CCH 
Dec. -12,871-C], 1 TCM 12.) 


Embezzlement of Bailment Funds 


Both the Bureau and the courts have 
distinguished the treatment of tax deduc- 
tions for embezzlements of bailment or 
trust funds from embezzlement of an em- 
ployer’s or principal’s funds. 


With the important exceptions noted 
above, the Bureau and the courts have held 
that embezzlement of an employer’s or a 
principal’s funds leads to a tax deduction 
for the victim in the year of loss. However, 
in the case of embezzlement of bailment 
funds or property or funds received in 
trust from clients, the bailee’s loss occurs 
in the year of discovery and/or in the year 
in which his liability, and the extent thereof, 
to make good the loss is determined. The 
courts have held that the bailee or trustee 
suffers no loss at the time of the embezzle- 
ment of the funds since they do not belong 
to him and he is not deprived of any 
benefits which he would have enjoyed from 
their use if they had not been embezzled. 
His loss, therefore, occurs only when the 
embezzlement is discovered and he is forced 
to repay the amounts embezzled to the 
person entrusting the funds to his care. 
(Burlington County National Bank [CCH 
Dec. 8222-A], BTA memo. op., August 29, 
1933); John H. Farish & Company v. Com- 
missioner [1 ustc § 371], 31 F. (2d) 79; 
Peter Frees, Jr., {CCH Dec. 4125], 12 BTA 
737; Israel T. Deyo [CCH Dec. 3251], 9 
BTA 900; Burnet v. Huff, supra.) 

[The End] 


——— 
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ALIMONY AND THE TAX LAW 


By JAY O. KRAMER 


THE PRESENT THEORY OF TAXING ALIMONY AND 
SEPARATE MAINTENANCE PAYMENTS IS RAISING A NEW CROP OF CASES 


i the present annual divorce statistics are 
any criterion, a great number of tax- 
payers should be concerned with the proper 
tax treatment of alimony payments. The 
recent volume of decisions on the subject 
by the Tax Court of the United States and 
other courts confirms the conclusion. 


In 1942 Congress adopted a new theory 
of taxing alimony and separate maintenance 
payments.’ Under prior law such payments 
were neither income to the wife nor a de- 


duction available to the husband? Congress . 


proposed to change this. Periodic payments 
made pursuant to a court decree of separa- 
tion or divorce, or pursuant to an instru- 
ment in writing incident to such a decree, 
were taxable as income to the wife* and 
were correspondingly available as a deduc- 
tion to the husband.* The general outline 
of the Congressional intent is simple and 
straightforward, but the rise in the volume 
of tax litigation also indicates that the stat- 
ute is not entirely clear. 


The period in marital relations immediately 
prior to a separation or a divorce is apt to 
be marked by strenuous negotiations con- 
cerning the financial arrangements. Any 
such settlement will involve tax consequences 
to the parties requiring the attention of their 


1 Section 120, Revenue Act of 1942. 


2 Gould v. Gould [1 ustrc J 13], 245 U. S. 151 
(1917); Princess Lida of Thurn [CCH Dec. 9909], 
37 BTA 41. 


3Code Section 22(k). Section 171, dealing 
with alimony trusts, which was added by the 
same Revenue Act of 1942, will not be dealt 
with in this article. 


* Code Section 23(u). It will be assumed that 
the husband is the payor and the wife the payee, 
although the reverse may be possible, depending 
on state law. See Code Section 3797(a) (17). 


x 


legal advisers. The wife will be interested 
in ascertaining what will be left to her after 
taxes, while the husband will seek to lower 
the net cost of the conjugal failure. To keep 
the emphasis of this article unified, we shall 
consider the state of the law from the point 
of view of the husband. In doing this, we must 
remember that in most cases his interests 
are directly contrary to those of his spouse, 
in the sense that if the payments are to be 
deductible by him, they will be income to 
the wife. 


Periodic Payments 


The first requisite to be studied is the 
phrase “periodic payments.” Periodic pay- 
ments are to be contrasted with so-called 
“lump-sum” settlements. The statute, how- 
ever, provides that if a lump-sum settlement 
is payable in installments over a period of 
ten years or more, that portion for a given 
taxable year not in excess of ten per cent of 
the total will be considered a periodic pay- 
ment. The Regulations*® make it clear that 
where defaulted installments otherwise quali- 
fying are paid in a lump sum representing 
arrears for previous taxable years, such 
amounts will be disregarded in computing 
the ten per cent factor for the tax year in 
question. This conclusion is arrived at from 
an interpretation of the phrase “whether or 
not made at regular intervals,” which is 
used in the statute. However, this rule does 
not apply to installments paid in advance. 
(Frank J. Loverin [CCH Dec. 16,286], 10 TC 
406 (1948).) 


5 Regulations 111, Section 29.22(k)-1(c). 


A member of the New York Bar and formerly a Special Attorney in the Appeals Division 
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The installment payments must be re- 
lated to the husband’s duty to support his 
wife or former wife. In Frank J. DuBane 
{CCH Dec. 16,411], 10 TC —, No. 126 
(1948), a deduction was disallowed the hus- 
band where the periodic payments were re- 
lated to the purchase price of real property 
transferred to him by his wife. Apparently 
a properly drawn settlement agreement call- 
ing for a transfer of property to the hus- 
band, and further providing for alimony 
payments by him in a separate and distinct 
paragraph, would have saved the deduction 
for him. Such a settlement should directly 
relate payments to the husband’s marital 
obligations and not to any other extraneous 
arrangement between the parties. 


Agreements to pay a lump sum in install- 
ments which may or will terminate before 
ten years from the date of the decree will 
not afford the husband a deduction. The 
ten-year period commences with the date 
the husband’s legal obligation was imposed 
for the first time.” Thus, in drawing an 
agreement calling for a lump-sum settle- 
ment payable in installments over a period 
of years, care must be taken that the pay- 
ments will be spread over a full ten-year 
period or more if a lump sum is mentioned. 


The payments need not be made directly 
to the wife, but may be made on her behalf, 
in order to constitute constructive receipt. 
Thus, where a husband pays premiums on 
life insurance for the benefit of his wife 
under a settlement agreement, the periodic 
payments so made qualify. The payments 
need not confer an immediate direct cash 
benefit, but the courts have refused to grant 
a husband a deduction for the monthly 
rental value of a house and furnishings 
given to the wife but owned by the hus- 
band.’ If the home had belonged to a third 
party and the husband had paid rent for the 
wife, he could have obtained a deduction. 
As the case was presented, however, “rental 
value” was not equivalent to “payment” 
within the meaning of the statute. The logic 
of this situation may be open to question, 


6 J. B. Steinel [CCH Dec. 16,287], 10 TC 409 
(1948). 

7 Tillie Blum [CCH Dec. 16,456], 10 TC —, No. 
146 (1948). It was held that the ten-year period 
ran from the date of the decree on March 2, 
1935, not from February 27, 1935, the date of the 
settlement agreement. The agreement by its 
terms ended on March 1, 1945. The payments 
to the wife thus became installments, not peri- 
odic payments taxable to her. 

8 Boies C. Hart Estate [CCH Dec. 16,484], 11 
TC —, No. 2 (1948);. Anita Q. Stewart [CCH 
Dec. 15,967], 9 TC 195 (1947). 

® Pappenheimer v. Allen [47-2 ustc { 9384]. 164 
F. (2d) 428 (CCA-5, 1947). 
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but the Congressional intent as interpreted 
by the courts is not. 


It is not necessary to name a fixed sum 
for annual payment. The manner of com- 
puting the amount of the payment is imma- 
terial if the payments are otherwise periodic. 
Payments based on a percentage of the hus- 
band’s annual net income were held peri- 
odic.” This opens the door to a fair and 
equitable method of fixing alimony. 


Payments Subsequent to Decree 


A second requisite is that the payments 
be made in discharge of the husband’s legal 
obligation subsequent to a decree of separa- 
tion or divorce, or under a written instru- 
ment incident to the decree. 


Payments made prior to a decree are not 
the basis of a deduction.” There must be a 
decree in any event, or no deduction is per- 
missible.” Payments made prior to a decree 
which thereafter approves the payments 
nunc pro tunc are not qualified.“ The retro- 
active effect of the order of a state court 
does not control the rights of the federal 
government under its tax law to insist that 
the payments be subsequent to the actual 
date of the decree. 


The decree need not be a final decree, but 
may be interlocutory. (I. T. 3761, 1945 CB 
76; George D. Wick [CCH Dec. 15,375], 7 
TC 723 (1946).) However, alimony pendente 
lite will not qualify since no decree of divorce 
or separation is in effect at the time such 
temporary payments are ordered. By the 
same token, payments ordered by a court such 
as the Domestic Relations Court of New York 
City for the support of a wife do not qualify 
since that court has jurisdiction to grant 
neither a divorce nor a separation, but only 
to compel support.* The parties must be 
either legally separated by decree or divorced. 


1 John H. Lee [CCH Dec. 16,386], 10 TC —, 
No. 111 (1948) (even though payments were to 
continue only five years, the husband received 
the deduction since no lump sum, payment of 
which would discharge the husband’s obliga- 
tion, had been fixed); Roland Keith Young 
[CCH Dec. 16,363], 10 TC —, No. 96 (1948). 

1 Robert Barry [CCH Dec. 16,251(M)], 7 TCM 
50 (1948); Bertram Levy [CCH Dec. 16,394(M)], 
7 TCM 272 (1948); Abraham L. Berman [CCH 
Dec. 16,191(M)], 6 TCM 1325 (1948). 

2 Harold 8. Smith [48-1 ustc {| 9294], CCA-2, 
June 2, 1948; aff’g [CCH Dec. 16,190(M)] 6 TCM 
1323 (1947). 

13 Robert L. Daine [CCH Dec. 15.886], 9 TC 
47 (1947); aff'd [48-1 ustc { 9295] CCA-2, June 
2, 1948. 

14 Frank J. Kalchthaler [CCH Dec. 15,336], 7 
TC 625 (1946). A county court order found the 
defendant guilty of nonsupport and required 
him to make weekly payments. Such an action 
for separate maintenance is not a sufficient basis 
for a deduction by the husband. 
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The decree of divorce or separation need 
not be issued by a state court. In G. C. M. 
20251, the Commissioner recognized the de- 
ductibility of payments made pursuant to a 
Mexican decree even though the parties, 
residents of Connecticut, later obtained a 
Nevada divorce on the advice of their attor- 
ney. The husband had previously remarried 
on the basis of the Mexican decree. 


“Voluntary payments” made by a hus- 
band, though subsequent to a decree of 
divorce, where the decree made no provision 
for support, were held to be nondeductible 
in Benjamin B. Cox [CCH Dec. 16,407], 10 
TC —, No. 123 (1948). Such an agreement 
was not considered “incident to a decree.” » 
Other decisions by the Tax Court, however, 
have made the line somewhat difficult to 
draw. In one case, in which a later written 
settlement agreement had been agreed upon 
orally at or before the time of the divorce, a 
deduction was allowed the husband.” The 
same court also held more recently, in 
George T. Brady [CCH Dec. 16,468], 10 TC 
—, No. 155 (1948), that even though the 
decree did not mention the agreement for 
alimony, and the agreement itself did not 
specifically require the procurement of a 
divorce, in reality the contractual’ payments 
were in the nature of alimony and deducti- 
ble.” In this decision the court distinguished 
the Cox and Dauwalter decisions. However, 
the distinction does not appear real. Cer- 
tainly there would have been no support 
agreement in the Cox case if there had been 
no divorce. Compare that decision with ex- 
ample (2) of Regulations 111, Section 
29.22(k)-1(a). Possibly the Tax Court will 
take a more liberal view of so-called “volun- 
tary agreements” in the future. 


A number of interesting questions arise 
in this connection. Suppose that the hus- 
band has been paying $150 a month in ali- 
mony pursuant to a decree. We can easily 
agree that if hard times forced him to pay 
only $125 a month, he would be entitled, 
nevertheless, to a deduction for the $125 
paid. However, if economic conditions 
changed so that the husband voluntarily 
agreed to increase his payment from’ $150 
to $200 a month, would he be entitled to 
deduct the full amount? Obviously the safe 


1% Frederick 8. Dauwalter [CCH Dec. 16,040], 
9 TC 580 (1947). 

1% Robert Wood Johnson [CCH Dec. 16,348], 
10 TC —, No. 85 (1948). The attorneys for the 
parties had felt that a prior written agreement 
for payment of money conditioned upon obtain- 
ing a divorce would be collusive under New 
Jersey law. The later agreement was held to 
be an incident of the divorce decree. 

7 See also Tuckie G. Hesse [CCH Dec. 15,367], 
7 TC 700 (1946). 
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thing *would be to have the increase con- 
firmed by the court in advance," but other 
reasons might make the husband unwilling 
to do this.” 


Finally, the decree, to be effective tax- 
wise, must be one of divorce or separation, 
not one of annulment. (Bureau letter, De- 
cember 8, 1944 [454 CCH ] 6092].) Since 
the marriage in the last case is void ab initio, 
no duty of support is being fulfilled. 


Legal Obligation of Support 


The third requisite is that the amount 
claimed as a deduction be for the support of 
the wife. The portion attributable to the 
support of minor children is not deductible.” 
When the decree fails to differentiate be- 
tween the two, the total payment received 
by the wife has been held taxable to her.” 
The entire agreement must be read to reach 
the conclusion.” Thus, an agreement which 
provides for the discontinuance of a portion 
of the alimony on the wife’s remarriage, 
where there is a child of the marriage, could 
fairly be construed as providing that the 
discontinued portion was for the support of 
the wife and the remainder for the support 
of the child.* 


Where the husband fails to make payment 
of the entire amount required by a decree 
for the support of his wife and his children, 
the amount actually paid will be considered 
to apply first to the payment of his obliga- 
tion to support his children. Thus, if a hus- 
band was required to pay $10,000 a year, of 
which $4,000 was for the support of his wife 
and $6,000 for his children, and actually paid 
only $7,000 in all, he would receive a deduc- 
tion for only $1,000.™ 


When does the legal obligation of support 
cease? One very important question which 
the Supreme Court may have to decide is 
the deductibility of periodic payments made 
by the estate of a deceased husband pursu- 
ant to a settlement agreement for the con- 
tinuance of payments after his death. In 


18 Frederick S. Dauwalter, supra, indicates that 
that might not be possible in some jurisdictions. 
Such increase, to be effective taxwise, may not 
be retroactively confirmed nunc pro tunc. See 
Peter Van Viaanderen [CCH Dec. 16,360], 10 
TC 706 (1948). 

12 His liability to contempt proceedings for 
failure to comply. 

2 Robert W. Budd [CCH Dec. 15,295], 7 TC 
413 (1946). 

21 Warren Leslie, Jr. [CCH Dec. 16,383], 10 TC 
—, No. 107 (1948); Hlsa B. Chapin [CCH Dec. 
15,947(M)], 6 TCM — (1947); Dora Moitoret 
[CCH Dec. 15,352], 7 TC 640 (1946). 

22 Robert W. Budd, supra. 

23 Warren Leslie, Jr., supra. 

24 Regulations 111, Section 29.22(k)-1(a). 
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Estate of Homer Laughlin v. Commissioner 
[48-1 ustc J 9263], 167 F. (2d) 828 (1948), 
the Ninth Circuit reversed the Tax Court 
and held that the amounts paid were de- 
ductible by the estate. The legal obligation 
of support continued.” 


Accounting Rules 


The wife is required by regulation to re- 
port the income from alimony payments only 
when they are actually received, regardless 
of whether she uses the cash or accrual basis 
of accounting.” It follows that the husband 
can obtain the corresponding deduction only 
when he actually pays, regardless of his 
method of accounting.” 


% The Tax Court ({CCH Dec. 15,548] 8 TC 33) 
had pointed out that the estate would thereby 
obtain a double deduction since on its estate tax 
return, filed many years ago, it had claimed the 
commuted value of the payments to the wife 
as a debt of the estate. 

2s Regulations 111, Section 29.22(k). The ex- 
ception to this exception in the case of alimony 
trusts under Section 171 will not be considered. 

27 Code Section 23(u). 


Conclusion 


The wary husband who is anxious to sal- 
vage a tax saving from the ruins of his mar- 
riage would do well to scrutinize with care 
any proposed provisions for a financial set- 
tlement. He must be prepared to forgo any 
tax advantage from his payments until at 
least an interlocutory decree is entered. He — 
will also recognize that by claiming any de- 
duction he will lose the right under the law 
to the increased standard deduction under 
Section 23(aa) of the Internal Revenue 
Code, as amended by Section 302 of the 
Revenue Act of 1948. Under the same act, 
if he had remained married and was not 
legally separated from his wife, he would 
have been able to split his income with her. 
Lacking that advantage, he will wish to 
ascribe the payments required by a settle- 
ment as income to his former wife, since 
normally she will be in a lower tax bracket, 
while he should be able to use the corre- 
sponding deduction more advantageously. 


[The End] 


—_— 


SALES TAX CONFUSION 


Must a seller in one state collect the use tax of the state in which the buyer 


resides? 
made in Iowa or Mississippi. 


At present, the answer seems to depend upon whether the sale is 
The doubt arises from the Mississippi case, 


Reichman-Crosby Company v. Stone, in which the court said: 
“The Supreme Court of Mississippi would not have held, as did the lowa 


Court, that the state could require the trading company to collect and pay 
the taxes, since to do so would be contrary to all of the previous decisions of 
this Court as to what constitutes maintaining a place of business, or doing 
business in this state. Our decisions would have required that we should hold 
the question as to what constitutes doing business in the state, territorial 
jurisdiction, and due process of law to be a judicial one, and that we were not 
bound by a legislative declaration or definition as to what would constitute 
doing business, territorial jurisdiction or due process of law, unless such 
declaration or definition was sanctioned or authorized by constitutional 
limitations.” 

Since the decision in the Iowa case, General Trading Company v. State 
Tax Commission, certain state officials have been attempting to apply the 
Iowa situation to sales under their own use tax laws. Whether or not the 
Mississippi decision will have any general effect is problematical. It will, 
however, certainly send state officials to their statutes and decisions for legal 
construction of the question of what constitutes doing business in their state. 
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TAX PROBLEMS 


IN LIQUIDATION SALES 


THE AUTHOR, A MEMBER OF THE NEW YORK 
By LOUIS B. RESNICK BAR, IS ASSOCIATED WITH THE LAW FIRM 
OF PASKUS, GORDON & HYMAN, NEW YORK 


* OME TAX LAWS are more like scatter 
shot at vague targets than like buck- 
shot at a bull’s-eye. Then their applica- 
bility to a given transaction is not a matter 
of a clear hit or miss. Instead, the revenue 
agent and the taxpayer, buoyed by their 
conflicting interests, flounder amid the en- 
actments of Congress, the regulations of 
the Treasury Department, the rulings of. the 
Commissioner of Internal Revenue and the 
decisions of the courts. This situation 


may arise when a liquidator of plant and. 


machinery tries to determine whether some 
of his profits are taxable as ordinary income 
or as capital gain. 

The problem appears when a dealer buys 
an obsolete plant or an exhausted or sub- 
marginal mine to sell what scrap metal 
or salable machinery he finds in it. Often 
it occurs when a liquidator buys a plant 
or mine at a distress sale or government 
auction, with the intention of selling the 
machinery and equipment. Selling these is 
the liquidator’s business. Profits earned 
on such sales, it is clear, are taxable as 
ordinary income.’ Difficulty arises when 
the building in which the machinery is 
stored, or the land on ‘which it stands, 
is sold. Must the profits on such sales 
be reported as ordinary income, or may 
they be treated as capital gains? Appar- 
ently, the courts have not yet decided this 
issue. However, relevant authorities in- 
dicate the lines of agrument that can be 
advanced and the precautions that can 
be taken to have such profits taxed as 
capital gains. 

The applicable law is that gains upon 
the sale of real property which was used 
in the taxpayer’s business, owned for more 
than six months and not held primarily 
for sale to customers in the ordinary course 
of trade or business are taxable as capital 


'Code Section 22 (a); Richards v. Commis- 
sioner [36-1 ustc {| 9092], 81 F. (2d) 369. 


Liquidation Sales 


gains.” When they meet, the law and fact 
pose this issue: Where one who is in the 
business of liquidating equipment and 
machinery sells the land or building which 
he obtained in the course of this business, 
is the land or building properly termed 
property held primarily for sale to cus- 
tomers in the ordinary course of business? 

The revenue agent’s argument may run 
thus: It is the taxpayer’s business to buy 
plants or mines and liquidate them. Part 
of the property which he bought to sell in 
liquidation consists of land. It may be true 
that the land was incidental or that the 
machinery or equipment which the tax- 
payer wanted could not be bought apart 
from the land. But the very nature of 
a liquidation venture is to buy a con- 
glomeration of properties of a predomi- 
nantly special nature and then to sell all 
of such properties as: advantageously as 
possible. The sale of the land is no more 
incidental than would have been the sale 
of an old wagon found on the land. What- 
ever the taxpayer bought, he bought to sell. 
The land, therefore, comes within the scope 
of “property held primarily for sale to 
customers in the ordinary course of trade 
or business.” * 


Taxpayer's Defense 


To meet this argument successfully, the 
taxpayer must be armed with convincing facts. 


The revenue agent’s claim is supported 
by the argument that this property was 
held primarily for sale to customers in 
the ordinary course of trade or business. 
If the taxpayer can prove either (1) that 
this property was not held primarily for 
sale or (2) that it was not sold to customers 
in the ordinary course of trade or business, 


2 Code Section 117 (j). 
3 Code Sections 117 (a), 117 (j). 





a necessary prop of the agent’s argument 
would topple, and his claim would fall. 


If it is not for sale, let us consider for 
what other purpose this land could have 
been held. 


(1) Machinery and metal equipment are 
heavy and bulky. Profits on their sale 
may not be large. If the expense of double 
handling were incurred, profits might dis- 
appear. Therefore, the land or building 
may have been held as storage space, pack- 
ing area, shipping quarters, inspection site 
or dismantling place.* In the contract of 
sale, the taxpayer might reserve the right 
to use part of the land for these purposes 
for a period of time after delivery of the 
deed. In this way, his past use of the land, 
and the purpose for which he held it, will 
be clear and convincing. 


(2) The land could be held for investment 
purposes. Some shafts of what had been 
a marginal mine when worked with obsolete 
machinery might, with a change of business 
conditions and replacement of inefficient 
equipment, prove profitable to reopen and 
operate. The government has long recog- 
nized that a taxpayer can be engaged in 
more than one business at a time.® The 
fact that the mine may not in fact have 
been operated by the taxpayer would not 
alter the fact that his purpose in holding 
it was not primarily for sale in the ordinary 
course of his business but rather to operate 
it if doing so would be profitable.” In- 
deed, leasing the mine to others on a royalty 
basis would even obviate the taxpayer’s 
contemplation of actual mining operations. 


Part of the land might have standing 
timber. Cruising the land and selling tim- 
ber rights would indicate that the land was 
held for investment.’ 


The taxpayer might show that he in- 
tended to or actually did lease the land or 
buildings after removing the machinery and 
equipment.® 

(3) The taxpayer might urge the argu- 
ment, mentioned in one Tax Court case, 


* Regulations 111, Section 29.117-7, Example 
(1). 


5Wineman Realty Company [CCH Dec. 
13.074(M), 1 TCM 791; Harriss v. Commissioner 
[44-2 ustc { 9363], 143 F. (2d) 279; I. T. 3654, 
1944 CB 269; I. T. 3891, 1948-4-12749. 

* Oliver v. Commissioner [43-2 ustc { 9641], 
138 F. (2d) 910. 

7 Albert F. Keeney [CCH Dec. 5445], 17 BTA 
560. 

8 Carroll v. Commissioner [4 ustc { 1275], 70 
F. (2d) 806; U. 8. v. Robinson [42-2 ustc { 9562], 
129 F. (2d) 297. 


*Cf. Lowise C. Slack [CCH Dec. 9551], 35 
BTA 271. 
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that he had no defined attitude towards 
the land or plans as to its ultimate dis- 
position.” It is incumbent on the taxpayer 
to prove only that he did not hold the 
land for the primary purpose of sale. It 
should take no long argument to show that 
the isolated fact of the sale is not a con- 
clusive indication of the purpose for which 
the property was held; otherwise, no sale 
could be made without the prospect of 
thereby laying a foundation for the agent’s 
assertion that the property must have been 
held primarily for sale.” 


Preventive Evidence 


Despite the rule that credible, uncon- 
tradicted testimony is not to be dis- 
regarded,” witnesses’ statements of the 
purposes for which property has been held 
will not alone convince the Tax Court. 
“Prophylactic” evidence, as it were, should 
be gathered and preserved well before the 
assessment of a deficiency.” Such evidence 
may consist of contracts for sale of timber, 
written negotiations for the granting of 
leases or timber rights, assayers’ reports as 
to amounts or value of unmined ore, minutes 
of board of directors meetings discussing 
uses of or proposals concerning the land, 
and any other records which might serve 
to substantiate these statements of purpose. 


After he has intoduced available evidence 
probative of the first argument, the tax- 
payer should proceed to prove that even 
though the realty may have been held for 
sale, his profits are taxable as capital gains 
because he did not sell the realty “to cus- 
tomers in the ordinary course of his trade 
or business.” 


Courts have paid scant attention to the 
word “customers.” * However, where one’s 
business is the sale of scrap metal to steel 
mills, it seems quite difficult to term as 
“customers” one paint manufacturer who, 
buys all of the land because of the resin 
and turpentine obtainable from the pine 
trees thereon.” The word “customers” 


0 Albert F. Keeney, supra, footnote 7. 

1 Ashton C. Jones, Jr. [CCH Dec. 13,080(M)], 
1 TCM 816. 

122 Charles P. Tatt [48-1 ustc { 9219], 166 F. 
(2d) 697; Foran v. Commissioner [48-1 ustc 
7 9144], 165 F. (2d) 705. 

8B Cf, L. R. Teeple Company [CCH Dec. 12,582], 
47 BTA 270; Lion Clothing Company [CCH Dec. 
15,833], 8 TC 1181. 

11 Estate of Douglas S. Mackall [CCH Dec. 
14,044(M)], 3 TCM 701; Charles H. Black [CCH 
Dec. 12,091], 45 BTA 204. 

1 Thompson Lumber Company [CCH Dec. 
11,677], 43 BTA 726; Graham Mill & Elevator 
Company v. Thomas [46-1 ustc { 9118], 152 F. 
(2d) 564. 
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connotes habitual purchases or, at least, 
more frequent sales of an item.” 

The taxpayer should prove what his trade 
or business has been.“ The courts have 
defined business as a regular, recurrent, con- 
tinuous activity in which men engage for 
the purpose of making money, or as that 
which occupies the time, attention and 
labor of men for the purpose of a livelihood 
or profit.* The taxpayer should show, there- 
fore, what it was that he spent his time 
doing or his efforts selling. 


Proofs of Nature of Business 


Other indicia are available. The tax- 
payer may use the partnership agreement, 
certificate of incorporation or other in- 
strument under which the business is 
operated. * While these often provide that any 
and all types of business activities may 
be engaged in, the courts know this, and 
will therefore look for the type of activity 
on which greatest emphasis is laid, and 
which is described in the greatest detail, 
in their determination of a  petitioner’s 
actual business.” 

The taxpayer’s stationery and name may 


indicate his business. Any sales circulars’ 


he has distributed will provide excellent 
proof of the kind of merchandise it is 
his business to sell.. The contrast in treat- 
ment of different assets on the balance 
sheet as capital assets or inventory is also 
useful. The difference in kind between the 
assets normally sold and those now claimed 
to be capital assets should be demon- 
strated.™ 

On income tax returns the nature of 
the taxpayer’s business should be so stated 
as to avoid the possible use of the return 
to prove that even the taxpayer considered 
himself to be in the real estate business.” 
More generally, the taxpayer should regard 
himself, and represent himself to the world, 
as being in the machinery and equipment 
business and not simply in the business of 
liquidating properties.” 


1 Webster’s New International Dictionary 
(1939). 

" Guthrie v. Jones [47-1 ustc { 9287], 72 F. 
Supp. 784. 

8% Fahs v. Crawford [47-1 ustc { 9233], 161 F. 
(2d) 315. 

% Spanish Trail Land Company [CCH Dec. 
16,293], 10 TC 430; Loughborough Development 
Corporation [CCH Dec. 8246], 29 BTA 95. 

»Factoria Land Company [CCH Dec. 
15,661(M)], 6 TCM —. 

"1 Thompson Lumber Company, supra, foot- 
note 15. 


2 Ethel S. White [CCH Dec. 16,052(M)], 6 
TCM 1038. 


*3 Snell v. Cominissioner [38-2 ustc { 9417], 97 
F. (2d) 891. 


Liquidation Sales 


There are negative precautions. The tax- 
payer should restrict his active efforts to sell 
the land or building.* Few, if any, “for sale” 
signs should be posted.” Regular business 
advertising should include no mention of 
the land or building.” Listing the property 
with real estate brokers is frequently not 
advisable.” If land is involved, the tax- 
payer should made no improvements.” 
Above all, he should not subdivide it.” If 
possible, the land and/or buildings should 
be sold in as few transactions as possible.” 
These suggestions will prevent any claim 
that the taxpayer has entered upon another 
business, viz., real estate. 


This last possibility is not as far fetched 
as it may at first appear. Not long after 
World War I, a partnership of scrap metal 
dealers bought a whiskey distillery. The 
advent of prohibition had turned a thriving 
distillery into a scrap dealer’s stock in 
trade. While dismantling the distillery, the 
partners decided it might be a profitable 
venture to obtain a government license and 
use part of the plant not yet dismantled 
to produce whiskey for medicinal purposes. 
They produced some whiskey, sold it all to 
one customer and reported their profit as 
capital gain. To their argument that their 
sole business was the sale of scrap metal, 
the court turned a deaf ear, and held the 
profit to be ordinary income.” 


This article is suggestive rather than 
exhaustive. It includes some of the lines 
of argument that a taxpayer may use in 
the described type of capital gain-ordinary 
income controversy. The availability of 
these arguments will depend upon the facts 
in a given case. Their use, of course, is 
not confined to tax problems arising out 
of liquidation ventures, but is adaptable to 
various income-capital gain controversies 
in real estate transactions. [The End] 


24 Neils Schultz [CCH Dec. 11,754], 44 BTA 
146; Robert Swanston [CCH Dec. 13,149(M)], 
1 TCM 957; Burkhard Investment Company v. 
U. 8. [39-1 ustc { 9208], 100 F. (2d) 642. 

2 Oliver v. Commissioner, supra, footnote 6; 
Queensboro Corporation [CCH Dec. 12,533], 46 
BTA 1216. 

2s Estate of Alice G. K. Kleberg [CCH Dec. 
15,433(M)], 5 TCM 858. 

27 Brown v. Commissioner [44-2 ustc { 9376], 
143 F. (2d) 468. 

2A. R. Calvelli [CCH Dec. 11,404], 43 BTA 6. 


2 Alexander Weil [CCH Dec. 13,973(M)], 3 
TCM 528; J. O. Chapman [CCH Dec. 14,005(M)], 
3 TCM 604. 


3% Phipps v. Commissioner [1931 CCH { 9665]. 
54 F. (2d) 469; McFaddin [CCH Dec. 13,356], 2 
TC 395. 

31 John D. Roney [CCH Dec. 7772], 26 BTA 
1213; aff’d [1933 CCH { 9521] 67 F. (2d) 165. 
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LIQUIDATION 
of Newly Acquired Subsidiaries 


THE QUESTION IS: WHAT ARE THE STATUS AND EFFECT 
OF THE RULES IN CASES SUCH AS PRAIRIE OIL & GAS 
COMPANY v. MOTTER UNDER THE EXISTING TAX LAW? 


bere BEING THE TIME of year 
when tax services and other tax books 
generally are revised for republication in 
the following year, it seems appropriate to 
review a tax matter which has been re- 
written into tax publications year after 
year as the current law, whereas its cur- 
rent status is subject to grave doubts. 


The matter in question is the tax effect 
of the purchase of stock of one corporation 
by another, followed by an early liquidation 
of the former. The particular need for 
review of this matter is suggested by the 
fact that almost invariably a number of 
tax authors have described the purchase 
and liquidation transactions as but parts of 
or steps in the completion of a single tax- 
able transaction, that is, the purchase of 
the assets of the liquidated corporation. 
The point of significance in that view is 
indicated by the accompanying suggestion 
that the tax basis to be applied to the 
property acquired in the liquidation is the 
tax basis of the stock investment in the 
liquidated corporation. Here again the sig- 
nificant feature is that the tax basis so 
considered to be applicable to the assets 
in the hands of the transferee-corporation 
frequently represents an amount higher 
than the basis of the assets in the hands 
of the transferor, because of a stock in- 
vestment cost higher than the old basis 
of the assets. 


In support of this view, these tax authors 
cite several sources of approval for a step- 
up of the old tax basis, which generally 
include Prairie Oil & Gas Company v. Motter 
[3 ustc J 1142], 66 F. (2d) 309 (CCA-10, 
1933), rev’g [1932 CCH { 9498] 1 F. Supp. 
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464; Ashland Oil & Refining Company v. 
Commissioner [38-2 ustc 9580], 99 F. 
(2d) 588 (CCA-6, 1938), cert. den. 306 U. S. 
661; Illinois Water Service Company [CCH 
Dec. 13,637], 2 TC 1200 (1943) (acq.); 
Koppers Coal Company [CCH Dec. 15,179], 
6 TC 1209 (1946); G. C. M. 12581, XIII-1 
CB 142. With the cited cases and ruling 
as authorities, the holdings therein are often 
stated in the present tense as representing 
the current law. Presumably this view is 
influenced by the application of the same 
rule in the 1946 Koppers Coal Company 
case as that applied in the 1933 Prairie Oil 
& Gas Company case. Perhaps, also, the 
acquiescence of the Commissioner of In- 
ternal Revenue in the 1943 Illinois Water 
Service Company case was a. factor. 


Current Rule 


Despite the extended period during which 
the cited cases and ruling were announced, 
those holdings may not so readily be said 
to represent the current rule, or at least 
the current rule under similar factual cir- 
cumstances at this time. Bearing on the 
matter today, for example, are two provi- 
sions of the Internal Revenue Code which 
were not in effect when the first of the 
cited cases and the ruling were handed 
down. These provisions are Code Section 
112(b) (6) and its counterpart, Section 113 
(a) (15). The former provides that “no 
gain or loss shall be recognized upon the 
receipt by a corporation of property dis- 
tributed in complete liquidation of another 
corporation.” The latter, except with re- 
spect to elections permitted in connection 
with certain transactions in 1935 and 1936, 
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provides that the tax basis of property 
acquired by a corporation upon complete 
liquidation of another, within the meaning 
of Section 112(b) (6), shall be the same 
as it would have been in the hands of the 
transferor. 


Conflict of Cases and Statute 


Obviously, there is an appearance of con- 
flict between the holdings in the cited 
cases and ruling and the provisions of the 
above-mentioned sections of the Code. 
Therefore, if the holdings in the cases and 
ruling be available in a current series of 
transactions of the type in question, the 
conflict is merely visual and the two rules 
are distinguishable and reconcilable. In 
that event, of course, it would be clear 
that the factor carrying greatest weight in 
a case involving facts similar to those in 
the cited cases and ruling would be the 
theory of one taxable transaction, though 
comprising two or more steps. On the 
other hand, the Code sections stand as forces 
continually challenging the application of 
the holdings in the cited cases to current 
transactions. Any adherence to the cited 
cases and ruling as presently representing 
the law, therefore, would suggest either a 
greater faith in the  single-transaction 
theory or an undervaluation of the effect 
of Sections 112(b) (6) and 113(a) (15). 


Whereas Code Section 112(b) (6) was 
first adopted in 1935 (Section 110, Revenue 
Act of 1935) as an amendment to the 1934 
Revenue Act, and Section 113(a) (15) first 
appeared as part of the 1936 Revenue Act, 
some of the cited cases were litigated and 
concluded years later. The earliest of the 
cited cases, however, was Prairie Oil & Gas 
Company, which, as indicated above, was 


Liquidation of Subsidiaries 
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litigated in 1932 and 1933, prior to the 
adoption of Sections 112(b) (6) and 113(a) 
(15). Having been more frequently cited 
in later cases, it represents the leading deci- 
sion on the matter under discussion. 
Accordingly, it seems desirable to review 
this case briefly and to note at least the 
years in which the basic events giving rise 
to the questions at issue in the other cited 
cases occurred. 


Prairie Oil & Gas Company Case 


On April 1,- 1926, Prairie Oil & Gas 
Company acquired for $3,350,000 all of the 
stock of Olean Petroleum Company, which 
by that time had been stripped of its cash 
and other intangible assets and left with 
only oil leases and related equipment, previ- 
ously acquired by Olean and then having 
a tax basis of about $300,000 to Olean. On 
April 2, 1926, Olean conveyed its remaining 
assets to Prairie and was simultaneously 
dissolved. On its income tax return for 
the year 1926, Prairie failed to take deple- 
tion on the stepped-up basis, but later filed 
an amended return with the Commissioner 
of Internal Revenue and requested refund 
of excess taxes paid by reason of, among 
other things, insufficient deduction for de- 
pletion on the leases acquired from Olean. 
The Commissioner paid the refund claim 
except for that part relating to the revised 
deduction for depletion on the properties 
acquired from Olean. With respect to that 
item, the Commissioner refused to recog- 
nize deduction for depletion on the Olean 
leases beyond that computable on Olean’s 
tax basis. In support of his disallowance, 
the Commissioner determined that Prairie’s 
acquisition of Olean’s leases resulted from 
a tax-free “reorganization” under Section 
203(h) (1) of the Revenue Act of 1926, and 
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therefore that the tax basis of the prop- 
erties in the hands of Prairie was governed 
by Section 204(a) (7) of the same act. The 
latter section prescribed that under certain 
circumstances the tax basis of the property 
in the hands of transferees was to be the 
same as that applicable to the transferors. 
If controlling, Section 204(a) (7) would 
have limited the tax basis of the Olean 
leases in the hands of Prairie to about 
$300,000 instead of the $3,350,000 claimed 
by Prairie. 


Applicability of 203(h)(1) 
and 204(a)(7) 


The applicability of Sections 203(h) (1) 
and 204(a) (7) then became the vital issue, 
and the matter was brought before the 
United States District Court in a suit for 
refund. There the Commissioner was 
successful, the court ruling that Prairie’s 
purchase of the Olean stock and immediate 
liquidation of the latter constituted a tax- 
free “reorganization,” namely, an effective 
consolidation. Upon appeal of that deci- 
sion, the Tenth Circuit Court reversed, 
holding (1) that Prairie’s acquisition of the 
Olean leases did not constitute a “reorgan- 
ization” or other tax-free transaction; (2) 
that Prairie’s obvious intent to acquire 
Olean’s leases was concluded by two in- 
separable steps comprising a single taxable 
transaction; and (3) that even if the two 
steps were separable, neither constituted a 
“reorganization,” for the first one clearly 
was a taxable cash purchase of the stock, 
and the second, the liquidation, did not 
represent a “reorganization.” The numer- 
ous facts and holdings are all interesting. 
However, for the purpose of this review, 
suffice it to say that the applicable law was 
the Revenue Act of 1926;'also, that while 
deciding the case on the theory that 
Prairie’s acquisition represented one trans- 
action, though in two steps, the Circuit 
Court found it useful to indicate that it 
did not consider a liquidation to be within 
the statutory definition of a “reorganization.” 


In view of the similar ultimate results, 
the essential point in the Ashland Oil & 
Refining Company, the Illinois Water Service 
Company and the Koppers Coal Company 
cases is that although they were decided 
years after the adoption of Sections 122(b) 
(6) and 113(a) (15), and although in the 
last two of those cases there were inter- 
vening tax-free transactions which resulted 
in erroneous computations of depreciation 
and depletion in the interim, the under- 
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lying transactions which fixed the tax basis 
of the properties at the time occurred in 
1926 and 1927. As a result, the courts 
quite properly applied the law operative at 
the time of those transactions, and gave 
no effect to any changes that subsequently 
may have been made in that law. Nor 
could the courts have disregarded the law 
in effect at the time the events occurred, 
insofar as tax liability for those years was 
concerned, in favor of law in effect at any 
other time. That is too well settled as 
tax law to be a factor or to require further 
discussion here. By the same token, to 
the extent that the law in effect at the 
time the transactions occurred was changed 
by statute or otherwise, the cited cases 
and ruling no longer could be considered 
as representing the law governing similar fac- 
tual situations which might arise subsequently. 


Single Taxable Transaction 
v. Tax-Free Transaction 


Whether Sections 112(b) (6) and 113(a) 
(15) effectively modified the former rule, of 
course, depends primarily upon whether the 
single-transaction theory, as announced in 
the above-mentioned cases, takes precedence 
over the language in Sections 112(b) (6) 
and 113(a) (15), or vice versa. It is not 
inconceivable that the single-transaction 
theory may continue to apply to factual 
situations such as those in the cited cases. 
At least, it would not be frivolity or sham 
to contend that under the facts in those 
cases a simple, bare liquidation did not 
occur, but rather that what occurred was 
a liquidation plus, a form of modified liquid- 
ation not expressly covered in its entirety 
in Sections 112(b) (6) and 113(a) (15). 
Again, it would not amount to fraud or 
pretense to assert the rule, developed largely 
through judicial ingenuity and reflected in 
various provisions in the Internal Revenue 
Code, that substance is paramount to form 
in tax law. Undoubtedly, the ultimate 
factual result of a purchase of all of the 
stock of a corporation, the immediate 
liquidation of that corporation and the dis- 
tribution of its assets to its new stock- 
holder, is a purchase of the assets and 
assumption of the liabilities of the cor- 
poration.- This most certainly lends a 
degree of color to the argument that the 
single-transaction theory is still available 
under factual circumstances such as those 
in the cited cases. If that argument could 
not be overcome, therefore, writing in the 
present tense about the rule in the cited 
cases unquestionably would be correct. 
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On the other hand, it is at least equally 
arguable that the provisions of Sections 
112(b) (6) and 113(a) (15) are not expressly 
limited to transactions invelving one ele- 
ment or so-called “step.” Nor is there 
any evidence of indirect restriction on those 
sections. Accordingly, it is not established 
beyond dispute that by the enactment of 
Sections 112(b) (6) and 113(a) (15), Con- 
gress did not intend to reach all complete 
corporate liquidations by other corpora- 
tions, regardless of whether such liquida- 
tions be the-sole step or one of many steps 
in the ultimate plans of the liquidating 
organizations. Of considerable value in 
reconciling the points of apparent conflict 
in the two contentions mentioned above, 
are the following two known factors: (1) 
the Circuit Court’s disapproval of the 
Commissioner’s contention in the Prairie 
Oil & Gas Company case that a liquidation 
is a “reorganization” and (2) the unequi- 
vocal language in Sections 112(b) (6) and 
113(a) CES): 


Nonreorganization Status 


It is well settled that taxability attaches. 


to all exchanges of property unless relief 
from tax liability clearly be granted by some 
exemption provision in the law. (Code Sec- 
tion 112(a).) Therefore, unless within the 
definition of reorganization, or otherwise 
subject to some statutory provision govern- 
ing tax-free transactions, a complete liquida- 
tion of one corporation by another would 
not escape taxation. As indicated above, 
the Circuit Court held that such a liquida- 
tion is not a reorganization within the mean- 
ing of that term in the provisions covering 
tax-free reorganizations in the earlier revenue 
acts. In the absence of an overruling de- 
cision or an enlargement of the definition of 
reorganization in later revenue acts or in the 
existing Internal Revenue Code, so as to 
include complete liquidations of corporations 
by other corporations, the nonreorganiza- 
tion status of such liquidations continues 
to this time. 


Moreover, liquidations of the type in ques- 
tion were not otherwise especially exempted 
irom tax prior to the enactment of Section 


112(b) (6). Accordingly, such liquidations 
neither enjoyed the tax immunities nor were 
burdened with the restrictions on tax basis 
in the years when the underlying factual 
developments in the cited cases occurred. 
Under the circumstances, therefore, at that 
time it mattered very little, if at all, whether 
the single-transaction theory or an alternate 
fully taxable multitransaction principle was 
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applied in the cited cases. Nor does the 
denial of certiorari by the Supreme Court 
in the Ashland Oil & Refining Company case 
establish the single-transaction theory as ir- 
revocably controlling, for the Supreme Court’s 
concurrence with the Cicuit Court in result 
would have been enough at the time to 
justify denial of certiorari. 


New Rules 


With the adoption of Sections 112(b) 
(6) and 113(a) (15), however, came new 
rules for the tax treatment of complete 
liquidations of corporations by other cor- 
porations. The basic features of these new 
rules are specific in themselves and need 
no clarification even here, except insofar as 
their application to transactions involving 
more than mere liquidations is concerned. 
Certainly, Congress can treat as it may 
prefer transactions of a sale, exchange or 
other nature within the broad terms of the 
Sixteenth Amendment to the United States 
Constitution. So, also, the constitutional 
power of Congress includes the power to 
subdivide such transactions into their com- 
ponent parts and treat each part separately 
as it may prefer. Moreover, where appli- 
cable, the rule superimposing substance 
on form is not a limitation of the power 
of Congress. It represents merely an inter- 
pretation of Congressional intent to ad- 
vance the spirit of the law in preference 
to inflexible acceptance of an unintended 
strict literal view. Its primary function is 
to prevent subterfuge to defeat the inten- 
tion of Congress. Therefore, while also 
available to taxpayers on occasion to give 
effect to Congressional intent, the rule 
making substance paramount to form can- 
not be used to defeat clear expressions of 
Congress which are not in conflict with 
its indicated intent. 


Obsolete Law 


In enacting Sections 112(b) (6) and 113 
(a) (15), Congress attempted to meet the 
legitimate needs of business at the time of 
the adoption of these provisions. In so 
doing, Congress indicated a definite policy 
regarding those needs and, as indicated 
above, did not provide any express restric- 
tions or limitations on the general appli- 
cation of the legislation, or at least did not 
provide restrictions or limitations of force 
or weight comparable with the force and 
weight to which the clear language of those 
Code sections is entitled. Under the cir- 
cumstances, the writer is of the opinion 
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that the cited cases are obsolete law except 
as to transactions concluded prior to the 
adoption of Sections 112(b) (6) and 113(a) 
(15). Believing this, he has found it neces- 
sary on several occasions to advise against 
following the procedure employed with re- 
spect to the underlying transactions in the 
cited cases, in favor of other procedures, 
as others apparently have done, if we may 
judge from the absence of cases on this 
subject involving recent transactions. This 
view appears to have been held also by the 
Special Tax Study Committee, headed by 
Roswell Magill, which was appointed by 
the House Ways and Means Committee to 
advise on general tax revision. The com- 
mittee, in its report dated November 5, 
1947, stated at page 25: 


“26. Basis of Assets Acquired by a Cor- 
poration upon Liquidation of Another. 


“We recommend that Section 113(a) (6) 
and (a) (15) be amended so as to provide 
that (1) if a liquidation or tax-free exchange 
occurs within a reasonable period from the 
date of acquisition of 80 per cent or more 
of the voting stock of the transferor cor- 
poration, and (2) the transferee can demon- 
strate that the stock of the transferor was 
acquired for the express purpose of obtain- 
ing and integrating the underlying assets 
with those of the transferee, the basis of 
the properties received shall be the same as 
that of the stock or other securities for 
which such properties were: received.” 


The quoted recommendation, of course, 
speaks for itself. It also speaks for the 
Special Tax Study Committee, and is an 
obvious indication of the committee’s belief 
that the recommendation is needed to per- 
mit the use of the basis of the stockholdings 
as the basis of the property acquired. 
Since that was the principal issue in the 
cited cases, and was answered in the af- 
firmative by the courts, the issue would 
be academic today unless the courts’ an- 
swer was deemed to have been modified by 
subsequent developments. In view of the 
recommendation, the committee apparent- 
ly considered such modification to have 
occurred. 


Voluntary Procedure 


There is no intention here to minimize 
the possibility of burdensome _ conse- 
quences of a substantial loss of tax basis 
as a result of succeeding to a tax basis 
materially less than equity investment. 
However, it may well be urged that. a 
desire to furnish relief is not in itself suffi- 


cient to justify the application of the rules 
in the cited cases where Congressional 
action is more in order. In this connection, 
it may be emphasized, there is no general 
legal requirement that newly acquired sub- 
sidiaries be liquidated immediately after 
acquisition. Such a liquidation is usually 
a voluntary act. In this respect, the 
liquidation of an old subsidiary hardly 
differs from the liquidation of a subsidiary 
acquired immediately prior to the liquida- 
tion. Differences may exist, of course, in 
other respects—e. g., the possibility that a 
transferee may sustain a loss of tax basis 
upon immediate dissolution of a new sub- 
sidiary, whereas another transferee may 
“inherit” an aggregate tax basis higher 
than the investment upon the liquidation 
of an old, wholly owned subsidiary whose 
assets and net worth have increased since 
its formation or acquisition. But even 
this is a difference without distinction. 
The assumed facts as to investment and 
basis might just as well be assumed to be 
in reverse order with opposite results to 
the transferees. There is no real difference, 
for instance, between a complete liquidation 
of an old, wholly owned subsidiary whose 
assets have declined immeasurably through 
unconsolidated losses, and the immediate 
dissolution of a new subsidary whose assets 
have an aggregate tax basis less than the 
stock investment. 


Reasons for Adopting 
Recommendation 


Obviously, therefore, the operation of 
Sections 112(b) (6) and 113(a) (15) is not 
a result of purposely unfair discrimination. 
Instead, such burdensome effects as may 
occur in these cases are merely the result 
of the use of a vehicle or procedure governed 
by fixed statutory provisions which are 
operable uniformly, though permitting 
benefits to some taxpayers and imposing 
burdens on others. On the other hand, 
permitting the use of the amount of the 
investment in a new subsidiary as the basis 
of the properties acquired upon liquidation 
of the subsidiary, as recommended by the 
Special Tax Study Committee, would not 
do violence to the basic principles of the 
income tax law. In fact, the Internal 
Revenue Code contains many exceptions to 
some of its otherwise inflexible rules. There 
are, therefore, good reasons, precedent and 
no serious grounds for objection for estab- 
lishing another exception and enacting the 
committee’s recommendation into law. 
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Pending enactment of new legislation, 
however, it must be assumed that in the 
acquisition of assets of a corporation 
through purchase of its stock and liquida- 
tion of the corporation immediately there- 
after, the choice of procedure best suited 
the purposes of the acquiring corporation 
under existing rules and circumstances. If 
these purposes are to be given any recog- 
nition at all in the light of Sections 112(b) 
(6) and 113(a) (15), such recognition should 
reflect the assumed intentions of the ac- 
quiring corporation prior to the conclusion 
of the stock purchase. In such case, it 
is not deemed improper to assume also that 
the acquiring corporation contemplated its 
foreseeable future tax obligations in the 
matter and gave effect to them in evalu- 
ating the underlying assets prior to agree- 
ment as to the purchase price to be paid 
for the stock. In any event, in advance 
of enactment of the Special Tax Study 
Committee’s recommendation regarding 
basis in these transactions, it seems proper 
to conclude that there is neither need nor 
justification for any strained interpreta- 
tions of the transactions so as to bring 
them within obsolete rules. If revived at 
all, the rule in the cited cases should bé 
re-established by legislation for clarification 
of ‘Congressional intent and conformity 
with more orderly procedure. 


Court Holding Company Rule 


On the other hand, even if by any re- 
mote possibility the otherwise valid single- 
transaction theory should be available upon 
the liquidation of newly acquired subsi- 
diaries, the tax problems would not neces- 
sarily be limited to those involved in the 


cited cases. Quite possibly, too, the 
Special Tax Study Committee’s recommen- 
dation may not be the cure-all. Very closely 
related to the matter under discussion, 
though at first the relation may seem none 
too obvious, is the Supreme Court’s deci- 
sion in the celebrated Court Holding Com- 
pany case [45-1 ustc 99215], 324 U. S. 
331 (1945). 


The Supreme Court, it will be recalled, 
held in this case that gain on the sale or 
other taxable disposition of assets formerly 
owned by a corporation may be attributa- 
ble, under certain circumstances, to the 
former corporate owner, even though the 
former owner did not fully consummate 
the transaction giving rise to the gain. It 
will also be recalled that the application 
of the single-transaction theory in the 
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previously cited cases was based on the 
view that the acquiring corporations 
purchased the assets so acquired. The 
intervening steps of purchase of stock and 
liquidation of the corporations whose 
securities were purchased were treated as 


incidental steps in integrated plans to acquire 
the assets. 


Such views presupposed purchase of the 
assets from someone. Could it have been 
from the stockholders? Apparently not, 
for they did not contract to sell the assets 
and, further, never obtained personal control 
over the assets to make delivery. Agree- 
ments of stockholders to sell assets of 
their corporations before liquidation of the 
corporations have been recognized by fed- 
eral courts for the purpose of distinguish- 
ing the facts in the Court Holding Company 
case (Howell Turpentine Company v. Com- 
missioner [47-1 usTc § 9281], 162 F. (2d) 
319 (CCA-5, 1947), rev’g [CCH Dec. 
15,016] 6 TC 364; Baum v. Dallman |48-1 
ustc § 9190], 76 F. Supp. 410 (DC IIl., 1948)); 
but even in the distinguishing cases the 
courts were careful to point out that the 
stockholders had an intention and pos- 
sibility of acquiring title to consummate 
the sales, and that they did in fact acquire 
personal interests and passed those inter- 
ests apart from any corporate action. Those 
circumstances, - however, did not exist in 
the Prairie Oil & Gas Company case or in 


the other cases previously cited to the 
same effect. 


If not the former stockholders, who, 
then, did make the sales of the assets 
considered to have been “purchased” in the 
so-called single transactions? The courts 
in Prairie Oil & Gas Company and the 
other cited cases unfortunately did not 
furnish an answer to this question. By 
process of elimination, however, the sellers 
could not be persons other than the former 
corporate owners. Attributing the sales to 
those corporations, of course, means attrib- 
uting the gains to them also. The conse- 
quences could be tremendous. Note the 
chain of events: The former corporate 
owners would be charged with a taxable 
gain. They would be dissolved. They 
would pass their properties in liquidation 
without consideration. other than the sur- 
render of their stock for retirement. Their 
new parents would be “transferees” within 
the provisions of- Code Section 311. As 
such transferees, the new parents would be 
liable for the taxes assessed against the 
former corporate owners. It is not a happy 
thought that this would be the result of 
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the application of the rule in Prairie Oil & 
Gas Company to a current transaction under 
today’s rules. However, it seems appropriate 
to conclude that this result would occur if 
the Prairie Oil & Gas Company decision had 
not been made obsolete by Code Sections 
112(b) (6) and 113(a) (15). 


Proposed Relief 


The next question is: Would the Special 
Tax Study Committee’s Recommendation 
26 avoid the above effect while also avoid- 
ing the limitations in Sections 112(b) (6) 
and 113(a) (15)? Possibly not. As a’care- 
ful reading of the recommendation indi- 
cates, it specifies a method of determining 
the basis of the assets acquired. However, 
it makes no provision with respect to the 
position of the liquidated corporation in 
the transaction. This, it will be recalled, 
was the situation in the Prairie Oil & Gas 
Company case. Could not a court, there- 
fore, hold that enactment of the com- 
mittee’s recommendation had been designed 
to reinstate the rule in the Prairie Oil & 
Gas Company case? There is a possibility 
that it not only could do so, but would 
do so in view of the similarity of result 
as to the question of basis. In that event, 
the parent corporation would face a prob- 
lem possibly even greater than the mere 
question of basis, through possible increase 
in the acquisition costs beyond the original 
purchase payments. - 








Under the circumstances, it seems highly 
desirable that provision be made for relief 
of the former corporate owner and the new 
parent corporation, as well as for basis, 
if safe reliance on any enactments growing 
out of the Special Tax Study Committee’s 
Recommendation 26 is to be had. Such 
relief, of course, could be achieved through 
the enactment of an additional subsection 
somewhat similar to Section 112(b) (7) but 
covering the type of transaction involved 
in the Prairie Oil & Gas Company case and 
operating without limitations as to time. 
Probably such relief could also be had by 
means of a clear and careful statement in 
House and Senate reports regarding the 
Special Tax Study Committee’s Recom- 
mendation 26, to the effect that the enact- 
ment of that recommendation is not 
intended to revive, and shall not revive, 
the rule in the Prairie Oil & Gas Company 
case, which is considered obsolete, but shall 
operate independently. of any other provi- 
sion of the federal income tax law. ~ 


In conclusion, it may be stated that the 
rule in the Prairie Oil & Gas Company 
case is not applicable to current trans; 
actions, and that attempts by statute or 
otherwise to make it fully applicable, to 
current transactions could present addi- 
tional tax problems greater than those pre- 
sented by the mere ‘unavailability of the 
rule at the present time. [The End] 


STATE BONUSES TO VETERANS 


In the recent election—the one on November 2—nine states voted on the 


question of bonuses to veterans. 


Only four of these issues, according to figures 
available to date, received a favorable vote of the people. 
was passed; it will be financed by revenue from a tax on beer. 


Louisiana’s provision 
Washington’s 


proposition received a favorable vote, and it will be financed through a tax on 


tobacco. 


Propositions in the States of Indiana and Iowa also passed. 


In the 





States of Minnesota, Missouri, Oregon, South Dakota and Wisconsin the propo- 


sitions on the ballot failed to pass. 


with their defeat: 






Two of these were to be financed by the 
enactment of general sales taxes, which may have had something to do 
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VY A Check Lict 


V for Wills and Prusts 


Y By EDWARD R. KANE 


HOW TO BUILD YOUR OWN FORM BOOK... ATTACH PERTINENT 
CLAUSES OF WILLS AND TRUST INSTRUMENTS TO THE CHECK 
LIST AND SOON A USABLE FORM BOOK WILL TAKE SHAPE... 





CHECK LIST such as that set forth 

in this article can be a valuable time- 
saver to the experienced draftsman (1) in 
enabling him to determine quickly whether 
he has overlooked anything of major im- 
portance in the instrument he is preparing, 
and (2) in helping him to recollect quickly 
previously acquired knowledge of certain 
complicated tax matters in the preparation 
of wills and trusts. 


Without some such check list, the drafts- 
man must, with each instrument he pre- 
pares, waste time groping about in his 
memory, or in some lengthy form book 
or text, for the matters which the check 
list would bring instantly to mind; and 
even after wasting time, he cannot be sure 
that he has remembered everything of im- 
portance. By using a check list which 
he has satisfied himself is complete, the 
draftsman can turn out wills and trust 
instruments with much greater speed and 
assurance of their completeness in all details 
of major importance. 


The second function of the check list 
is to provide a brief and readily accessible 
summary which will help the draftsman 
in recalling quickly what he has learned 
of such complicated matters as the Clifford 
rule, powers of appointment and the marital 
deduction. Even after these matters have 
been studied quite carefully, they tend to 
escape the mind rapidly when the attention 


is diverted in other directions. A_ brief 
summary of the broad outlines of these 
subjects can be very helpful in restoring 
familiarity with them. 


It should be obvious from what is said 
above that the check list is not offered as a 
short cut for the novice in the preparation 
of wills and trusts, or as a substitute for 
a full and detailed study of the topics 
briefly referred to in the check’list. The 
only value of the list is as a reminder of 
well-understood subjects that might other- 
wise be overlooked or temporarily forgotten 
in the draftsman’s absorption in other 
affairs. Because the list is intended as 
nothing more than a reminder, little effort 
is made to explain or expound; as a result, 
some of the items will no doubt appear 
obscure except to those who are already 
familiar with the particular subject. Such 
obscurity should not present any difficulty 
to the experienced draftsman for whom 
the check list is intended. 


Sample Instruments 


The usefulness of the check list can 
be substantially increased by attaching to 
it extra copies of a number of the ‘wills 
and trust instruments most recently pre- 
pared. These instruments will serve as 
a crude but useful form book, and will 
supply quickly, in a form that can be 
marked for copying by the typist, an exact 
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or approximate wording for many of the 
items in the check list. 


For brevity, matters which are obvious 
and unlikely to be overlooked are excluded 
from the check list. For example, the 
draftsman is not likely to omit a residuary 
clause in the will; nor is he likely to 
forget to see that the will is properly 
attested. Also excluded are all other mat- 
ters that are not considered of major im- 
portance and general application. If the 
list becomes too long, it will probably be 
left on the shelf as useless. 


The list set forth below, while rough in 
form, will give an idea of the kind of check 
list here suggested. Any important matters 
peculiar to local law should, of course, 
be added. The committee referred to in 
the list is part of an arrangement whereby 
the trustee is made subject to a specific 
degree of control by a trust committee 
of several individuals. The degree of con- 
trol given to the trust committee may 
range anywhere from a bare power to 
remove the trustee, to complete control 
over investments and _ distributions to 
beneficiaries. 


The list is divided for convenience into 
five sections, the last four of which can 
be passed over if not applicable. In the 
first section, in order to facilitate the check- 
ing of a particular instrument against the 
list, an effort is made to follow the order 
in which the items listed would probably 
appear in a logically arranged instrument. 
Each item is suggested for consideration 
only, and should, of course, be omitted 
from any instrument to which it is not 
applicable or appropriate. 


General Provisions 


. Bequest of personal effects. 

. Disposition of home. 

. Charitable bequests. 

. In all bequests and devises, clear 
specification. of the time at which each 
taker must be surviving in order to take. 

5. No revocation of will by subsequent 
marriage or birth of child. 

6. Provision for adopted children and 
their descendants. 

7. Provisions for withholding distribu- 
tion to minors until they become of age. 
(This involves problems under the Clifford 
rule and powers of appointment.) 

8. Rule against perpetuities. 

9. Power to terminate trust. (This in- 
volves problems under the Clifford rule and 
powers of appointment.) 
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10. Power to amend trust. (This in- 
volves problems under the Clifford rule and 
powers of appointment.) 

11. Ultimate distribution provision to 
prevent any intestacy or any possibility of 
reversionary interest under the Hallock rule. 

12. Powers of trustees and executors: 

(a) To buy, exchange, sell at public or 
private sale. : 

(b) To lend and borrow money. 

(c) To exchange in any business. 

(d) To join in partnerships. 

(e) To make leases for any terms. 

(f) To retain and invest in any property 
whether or not it is a permitted investment. 

(g) To vote stock. 

(h) To participate in reorganizations. 

(i) To rescind, vary and compromise con- 
tracts and claims. 

(j) To execute all necessary papers. 

(k) To determine income and principal. 

(1) To determine depreciation. 

(m) To add accumulated income to 
corpus or not to add it. (Watch the 
Clifford regulations.) 

(n) To receive additional property. 

(o) To carry property in any name. 

(p) To consolidate shares of interest in 
trust for investment. (Watch the Clifford 
regulations. ) 

(q) To appoint agents. 

(r) To make distributions in kind. 

‘(s) To make distributions for minors or 
incompetents to parents, etc. 

(t) To provide such powers as are neces- 
sary with respect to any life insurance 
placed in the trust. 

13. General provisions as to executors 
and trustees: 

(a) Naming of executors and trustees. 

(b) Power to resign. 

(c) Power to remove. 

(d) Selection of successors. 


(e) No bonds, returns, inventories or 
appraisals (except as required by the 
committee). 


(f) Application of all provisions to origi- 
nal and successors. 

(g) If a corporation is named as ex- 
ecutor or trustee, automatic succession of 
any corporate successor. 

(h) Automatic passing of title to suc- 
cessor. 

(i) Compensation. 

(j) Nonliability for acts 
committee. 

14. Testamentary guardian. 

15. Disposition of income between time of 
death and setting up of trust. 


required by 
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16. If property is left by will to a trust, 
re-execution of will whenever trust is 
amended. 

17. Consideration of possibility that a 
revocable trust with any substantial degree 
of control in the grantor may fail at the 
grantor’s death, as not complying with 
testamentary requirements. 

18. Advisability of committee. See sepa- 
rate heading below. 

19. Consideration of further problems 
that a living trust presents as to possible 
income tax and estate tax against the 
grantor. See separate heading below. 

20. Marital deduction. See separate head- 
ing below. 


Powers of Appointment 


1. Possible gift tax and estate tax against 
the holder of the power must be considered 
whenever any person has any power to 
change the disposition of the trust corpus 
or income, either under an express power 
to do so, under a power to encroach or 
under a power to amend or to terminate the 
trust. If no person has any such power, 
the rest of this section may be skipped. 

2. Where the holder of the power has no 
interest at all in the trust, there can be 
a nontaxable power to appoint to a re- 
stricted class, which class can almost 
certainly be broad enough to include all 
persons whom the creator of the trust 
might wish to make beneficiaries, to- 
gether with their heirs. (Code Section 
811(f)(2)(B).) In order to qualify under 
this provision, the holder of the power 
must not have, and must never have had, 
any beneficial interest in the trust, vested 
or contingent; in addition, the power must 
not be exercisable to any extent for the 
benefit of the holder of the power, his estate, 
his creditors or the creditors of his estate. 
Care must be taken that the holder of 
the power does not have a remote con- 
tingent interest under some final-taker pro- 
vision. It would also be advisable to 
provide that no trustee or committee mem- 
ber shall ever be entitled to any beneficial 
interest, vested or contingent; that no 
power held by him shall be exercisable 
for his benefit, for the benefit of his estate, 
or for the benefit of his creditors or the 
creditors of his estate; and that no class 
to take shall include any trustee or com- 
mittee member. 

3. Where the holder of the power pre- 
sently has, or has had, any beneficial in- 
terest in the trust, vested or contingent, 
the power is taxable unless it can be ex- 
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ercised only in favor of certain specified 
relatives of the creator of the power and 
the spouses of such relatives. (Code Sec- 
tion 811(f)(2)(A).) One problem in at- 
tempting to meet the terms of this 
provision is whether or not it is permissible 
to include a final-taker provision to the 
effect that the property shall go to 
the heirs of the last survivor of the per- 
mitted appointees. Such heirs normally 
would not be within the permitted group 
of takers under this provision; but probably 
they need not be regarded as_ possible 
appointees under the power because they 
can take nothing unless all of the permitted 
appointees should die, and this is an event 
beyond the control of the holder of the 
power. In order to be included in this 
exception, the power must not be ex- 
ercisable in favor of the holder of the 
power, his estate, his creditors or the 
creditors of his estate. 


4. A general power created before Octo- 
ber 21, 1942, will be nontaxable only if the 
holder dies prior to June 30, 1949, without 
exercising the power. A _ special power 
created before October 21, 1942, will be 
nontaxable unless exercised; and _ there 
is no June 30, 1949 limit as to this. Until 
June 30, 1949, any power, no matter when 
created, can be released without gift tax; 
but where the released power was created 
after October 21, 1942, an estate tax will 
still be imposed if the power is released 
in contemplation of death or to take effect 
at death, or if a life interest is retained 
by the holder of the power. 


5. The above is a very brief summary 
of this subject. Code Sections 811(f) and 
1000(c) should be checked before final 
action is taken. , 


6. Amendment of the law on this subject 
is probable, but what form it will take 
cannot now be foreseen. H. R. 3533, in- 
troduced in the Ejightieth Congress but 
not passed, would liberalize the present law 
by making nontaxable a power to appoint 
within a restricted class, regardless of 
whether or not the holder has any interest 
in the property, so long as he cannot 
appoint for his own benefit. As under 
present law, H. R. 3533 would not tax 
unexercised special powers created prior 
to October 21, 1942. 


Living Trusts 


Skip this section if no living trust is 
involved. The problem here is to keep the 
grantor from being subject to income or 
death tax on the trust property. 
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1. Exclusion of grantor from benefit and 
control: 

(a) The trust is irrevocable. 

(b) The grantor has no power to alter, 
amend, revoke or terminate. 

(c) The grantor shall not be a trustee 
or committee member, or otherwise have 
any control over the trust or over distribu- 
tions to beneficiaries. : 

(d) The grantor shall not receive any 
property or benefit from the trust. 

(e) There shall be no payment of 
premiums on insurance on the grantor’s life. 
(f) There shall be no payment to dis- 


charge any obligation of the grantor, 
including his obligation to support de- 
pendents. 


(zg) No class of takers shall include the 
grantor. 


2. Administrative powers: 


(a) The grantor cannot borrow income 
or corpus of the trust, directly or indirectly. 

(b) No person can purchase, exchange 
or otherwise deal with the trust property 
for less than an adequate and full con- 
sideration in money or money’s worth. 

(c) No person shall have any power to 
acquire or reacquire the trust corpus by 
substituting other property. 

(d) No person acting in a nonfiduciary 
capacity shall have any power to vote 
or direct to voting of stock or other se- 
curities, or to control investment of the 
trust funds either by directing investments 
or reinvestments or by vetoing proposed 
investments or reinvestments. 

(e) Insofar as administrative powers are 
concerned, the proposal for integration of 
income and transfer taxes would require 
compliance only with the first two para- 
graphs set forth above under this sub- 
heading 2, 


3. Control by third persons over distribu- 
tion of trust income and corpus: 


(a) The Clifford regulations and de- 
cisions must be considered whenever the 
trustee, the committee or anyone else has 
power to change the distribution of the 
trust income or corpus, either under an 
express power to do so, or under an en- 
croachment provision, or under a power to 
amend or to terminate. 

(b) Under (d) (3) of the Clifford regula- 
tions, a disinterested trustee (not a rela- 
tive, employee or business associate of the 
grantor) may have a hose-and-spray power 
over income, and perhaps over corpus, al- 
though (d)(3)(B) is somewhat ambiguous 
as to corpus. (“Hose power” means a 
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power to control distributions to a single 
beneficiary; “spray power” means a power 
to allocate distributions among _ several 
beneficiaries.) For (d)(3) to apply, the 
trustee must not be subject to the control 
of anyone else; and this eliminates the 
committee if it is necessary to come under 
(d)(3). Also, for (d)(3) to apply, the 
trustee must not be able to add to the class 
of permitted takers under the trust; and 
care should be taken that there is no power 
of amendment which would violate this 
restriction. Apparently the (d)(3) powers 
may be exercised jointly by a disinterested 
trustee and a trustee who is not disin- 
terested. 

(c) Where the trustee is not disinterested, 
or where there is a committee, there may 
be a hose power over income and corpus 
for a single beneficiary under (d)(4) (bb) 
and (d)(4)(cc) of the Clifford regulations, 
but only if there is no spray power, only 
if a distribution of corpus is charged against 
that beneficiary’s share of the trust, and 
only if any accumulated income must be 
distributed either to that beneficiary or 
to his estate. Other provisions may be 
substituted for payment of the accumulated 
income to the beneficiary’s estate. See 
(d) (4) (cc). 

(d) Under (d)(4)(dd), there may be a 
hose power over income (but not over 
corpus) for a minor or _ incompetent 
beneficiary. 

(e) The above is a very brief summary 
of the Clifford regulations. These regula- 
tions, together with the court decisions 
on the subject, should be considered care- 
fully before concluding that the grantor 
will not be taxable on the trust income. 
The Clifford regulations are found at 
Regulations 111, Section 29.22(a)-21. 

(f) Under the proposal for integration 
of income and transfer taxes, the transfer 
is incomplete for both income and transfer 
tax if there is any spray power, regardless 
of who holds it, but complete for both 
income and transfer tax if there is only 
a hose power over income and corpus for 
a single beneficiary, regardless of who holds 
it (including the grantor). 


Committee 


Skip this section if no committee is used. 


1. In the case of a living trust, the 
Clifford regulations discourage the use of 
a committee. (See the discussion of living 
trust under the separate heading above.) 
If it is nevertheless decided to use a com- 
mittee, provide that each committee mem- 
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ber shall be a fiduciary and shall have 
no power under any circumstances to act 
in a nonfiduciary capacity, and consider 
carefully the administrative provisions of 
the Clifford regulations. 


2. Where the committee has any control 
over distribution of income or principal, 
or any power to encroach, to amend the 
trust or to terminate the trust, see the 
discussion of powers of appointment under 
the separate heading above to make sure 
that no committee member has a taxable 
power of appointment. 

3. If a committee is used, consider pro- 
vision for the following: 

(a) Number of members. 

(b) Power to increase or,decrease number 
of members. 

(c) Designation of original members. 

(d) Right to resign. 

(e) Power to remove. 

(f) Selection of successor members. 

(g) Application of all provisions to origi- 
nal and successor members. 

(h) Exercisability of all powers by ma- 
jority, unless otherwise expressly provided. 

(1) Powers that are not exhaustible but 
may be released. . 

(j) Committee action that is final and 
binding on all. 

(k) Limitation on personal liability of 
committee members. 

(1) Compensation of committee. 

(m) Power of committee to remove 
trustee with or without cause. 

(n) Power of committee to name suc- 
cessor trustee. 

(o) Committee control of discretionary 
acts or all acts of trustee. 

(p) Power of committee to amend trust, 
with exceptions for following provisions: 
rule against perpetuities; classification of 
permitted takers; clauses prohibiting gran- 
tor, trustee and committee from taking 
any benefit; compensation of committee; 
this restriction on amendment (but this 
shall not prevent the surrender of the power 
of amendment). 


Marital Deduction 


Skip this section if no marital deduction 
is involved. 

1. Do not increase the total estate tax 
by making the estate of the surviving spouse 
too large. Consider the possibility of gifts 
or bequests to the surviving spouse from 
third persons. 

2. Even where the use of the marital 
deduction will result in no saving of estate 


Preparing Wills and Trusts 








tax, consider the value of postponement, 
the lessened problem of liquidity in the 
estate of the spouse first to die, the possi- 
bility that the surviving spouse will give 
the marital-deduction property to the 
children, and the possibility that the surviving 
spouse will consume the property in use. 


3. In determining what the taxable estate 


_ will be and what marital deduction can 


be had, consider carefully insurance and 
all transfers during life. 


4. If the combined estates total less than 
$1,000,000, the biggest saving results from 
the $60,000 exemption to both estates. For 
example, the total tax on two.estates of 
$300,000 and $100,000, respectively, differs 
but little from the total tax on two estates 
of $200,000 each. 


5. Apparently the surviving spouse ob- 
tains a stepped-up basis on marital-deduc- 
tion property. 

6. Where the marital deduction is sought, 
do not include a presumption that the 
spouse failed to survive in a joint disaster. 


7. Make sure that the marital deduction 
will not be reduced by any death taxes charged 
against the bequest to the surviving spouse. 


8. Make sure that the bequest to the 
surviving spouse cannot be satisfied out 
of property for which no marital deduction 
is allowed. — 


9. Remember that state death tax may 
be an offsetting factor against the federal 
death tax reduction which results from 
using the marital deduction. 


10. Where a trust is used, make it separate 
from all other trusts. 


11. Be sure that all income within the 
meaning of Code Section. 812(e)(1)(F), 
including income during administration, is 
payable to the surviving spouse at least 
annually. 


12. Provide a remainder to take effect 
if the surviving spouse fails: to exercise 
the power of appointment. 


13. Be sure the surviving spouse’s power 
of appointment is exercisable alone and in 
all events. ; 


14. Provide expressly that the surviving 
spouse may exercise the power of appoint- 
ment in favor of herself or her estate. 
(Either is sufficient, and the power may 
be exercisable by will or by deed.) 


15. Apparently the trustee may be given 
power to encroach on principal for the - 
surviving spouse, and it may be desirable 
to include such a provision as a possible 
means of terminating the trust. 
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16. If insurance otherwise meets the re- 
quirements for the marital deduction, is it 
sufficient to provide, in lieu of an express 
power of appo’ntment in the surviving 
spouse, that the balance held by the insurer 
at the surviving spouse’s death shall be paid 
automatically to the surviving spouse’s estate? 


17. Under H. J. R. 429, the power of 
the surviving spouse to take commuted 
value of insurance at any time is apparently 
equal to. a power of appointment. 

18. H. J. R. 429 makes insurance with 
interest only to the surviving spouse and 
power of appointment in the surviving 
spouse the basis of the marital deduction. 


19. There is no marital deduction where 
the executor is directed to buy an annuity 
or any other terminable interest for the 
surviving spouse. 

20. There is no marital deduction for a 
terminable interest if anyone other than 
surviving spouse has taken or can take 
any interest in the property from the de- 
cedent; the only exception occurs where 


the surviving spouse fails to exercise the 
power of appointment under a trust or 
insurance settlement which meets all re- 
quirements for the marital deduction. 


21. The marital deduction is reduced by 
any mortgage or debt against property 
or any obligation assumed by the surviving 
spouse in order to secure the bequest. 


22. There is no marital deduction for 
any property not included in the adjusted 
gross estate. 


23. Certain complicated provisions deny 
credit for property previously taxed and 
deny the credit for gift tax, in connection 
with property as to which the marital 
deduction is allowed. 


24. To secure-the treatment of gifts by 
one spouse to a third party as having been 
made one half by each spouse, a timely 
consent must be signified by both spouses 
by March 15 of the following year. This 
requires a careful follow-up arrangement 
to be sure that a timely gift tax return 


is filed. [The End] 


HOW STATE TAXES FARED IN THE ELECTION 


Kansas: Kansas is wet. 


The proposed constitutional amendment which will 


permit the legal selling of state-taxed liquor was adopted by the Kansas voters. 


Oregon: Oregon voters favored setting personal income exemptions under 
the state law at $750 for single persons and $1,500 for married persons and heads 


of families. 


An initiative measure to license the selling of liquor by the drink 
and to tax liquor so sold was defeated. 


Texas: The voters approved a legislative proposal to amend the constitution 








by prohibiting state ad valorem taxation after January 1, 1951, by authorizing 
the counties to levy additional ad valorem taxes, by providing for a $3,000 
residential homestead exemption and by providing for tax levies in counties 
having tax donations. 


Arkansas: This state’s voters defeated a proposed constitutional amendment 
to abolish the state ad valorem taxes on real and personal property. 


Missouri: A constitutional amendment to increase the gasoline tax one 
cent per gallon was defeated. 


New Hampshire: Three proposed constitutional amendments were rejected 
by the voters. The amendments would have authorized the legislature to levy 
a graduated and progressive tax on property passing by will and inheritance; 
to levy an occupation tax on manufacturers as a substitute for the tax on their 
stock in trade; to exempt merchants from the tax on their stock in trade if 
a tax is imposed on their gross receipts; to tax public utilities at a special uniform 
rate on electric energy; and to classify the stock in trade of manufacturers and 
merchants separately from other property and from each other, and to apply 
to them special assessments, rates and taxes. 
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RECENT TAX DEVELOPMENTS 


Affecting Foreign Transactions 


By ARNOLD LEVY and WALTER FREEDMAN 


A YEAR-END REVIEW OF THE LAW AND RECENT CASES 
ON THE INTERNATIONAL ASPECT OF OUR TAXES. . 





URING RECENT MONTHS, there 

have been numerous important tax de- 
velopments affecting foreign trade, income 
earned by citizens and domestic corpora- 
tions from activities in foreign countries 
and income earned within the United States 
by aliens and foreign corporations.’ This 
article reviews the highlights of these de- 
velopments, as set forth in the Bureau’s 
rulings and in the court decisions. : 


A substantial amount of recent activity 
concerns the interpretation of Section 131 
of the Code. Subject to many limitations 
and exceptions, that section provides gen- 
erally for the allowance of a credit to tax- 
payers against United States income taxes 
for “income, war-profits, and excess-profits 
taxes” paid or accrued during the taxable 
year to any foreign country or to a posses- 
sion of the United States. 


The question of what constitutes taxes 
paid to a foreign country arose in the case 
of.Cleveland Graphite Bronze Company [CCH 
Dec. 16,410], 10 TC —, No. 125, decided 
by the Tax Court on May 27, 1948. 


In that case, the taxpayer, an American 
corporation, licensed an English corpora- 
tion to use certain of its British patents. 
The royalty provided was a percentage of 
the British company’s net selling price of 
the items covered by the patents. The Brit- 
ish company remitted to the taxpayer the 
agreed percentage of the net sales price less 
certain British taxes imposed on the British 





1For an excellent treatment of the problems 
facing those concerned with taxes on foreign 
transactions and persons, see Paul D. Seghers, 
“Federal Income Taxes on Foreign Transac- 
tions and Foreign Persons,’’ TAXES—The Tax 
Magazine, February, 1948, p. 108. 


company in connection with the portion of 
the net sales price paid as royalty to the 
American company. 


In computing its income tax, the taxpayer 
attempted to include as income the total 
amount of royalties due it before deduction 
of the British tax, and to treat the British 
tax as a credit offsetting its United States 
tax liability. The Commissioner took the 
view that the British tax was not a proper 
credit under Section 131. The Tax Court, 
affirming the Commissioner, held, on the 
basis of a prior decision, that the “British 
tax was levied upon, assessed against, and 
paid by the English company,” and there- 
fore “was not the [American company’s] 
tax within the meaning of” Section 131. 


Alien Residents 


In the case of alien residents, no foreign 
tax credit is allowed under Section 131 (a) 
(3) of the Code if the country of which the 
alien is a citizen does not allow a “similar 
credit” to citizens of the United States re- 
siding in that country. 


In April, 1948, the Income Tax Unit of 
the Bureau ruled that Egypt does not satisfy 
the similar-credit requirements of Section 
131 (a) (3), but that Switzerland and the 
Canton of Geneva do satisfy the require- 
ments of the section.” 


This limitation as to resident aliens was | 
brought into play in the Freudmann case 
[CCH Dec. 16,379], 10 TC—, No. 105 (acq.), 
decided by the Tax Court on May 10, 1948. 
The taxpayers, United States residents but 





21. T. 3899 and I. T. 3900, Internal Revenue 
Bulletin, April 5, 1948, p. 13. 


The authors are partners in the law offices of Freedman and Levy, Washington, D. C. 
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Belgian subjects, were prosperous diamond 
merchants doing business in the United 
States and Canada. They claimed credit 
for the taxes they had paid to the Canadian 
Government. The Bureau disallowed the 
credit on the ground that the taxpayers’ 
country of citizenship, Belgium, did not al- 
low a similar credit to American citizens. 
The taxpayers contended that they were en- 
titled to the credit since Canada, the country 
to which the foreign tax was paid, did allow 
a similar credit to United States citizens 
under the United States-Canadian tax con- 
vention. The Tax Court affirmed the Com- 
missioner, and held that in order for an 
alien resident to be entitled to a foreign tax 
credit, the country of which he was a citi- 
zen, and not the country imposing the tax, 
had to satisfy the similar-requirement provi- 
sion. The court did not regard the tax con- 
vention between the two countries as 
supporting the taxpayer’s position since that 
convention provided for credit allowances 
“in accordance” with the provisions of Sec- 
tion 131. 


Limitation of Credit 


As indicated above, the foreign tax credit 
provided by Code Section 131 is limited to 
“income, war-profits, and excess-profits” 
taxes paid to a foreign country or to a 
United States possession. 


For taxable years beginning after Decem- 
ber 31, 1941, Section 131 (h) provides that 
the term “income, war-profits and excess- 
profits” taxes shall “include a tax paid in 
lieu of a tax upon income, war-profits, or 
excess-profits taxes otherwise generally. im- 
posed by any foreign country, or by any pos- 
session of the United States.” 


On October 3, 1947, in a special ruling 
addressed to an individual taxpayer, the 
Bureau ruled that the French solidarity tax 
is not allowable as a credit against United 
States taxes, but may be claimed as a de- 
duction from gross income by a citizen of 
the United State, a French national resid- 
ing in this country or a domestic corpora- 
tion.? The Bureau ruling was based on the 
view that the French tax does not come 
within the “American concept” of income, 
war profits or excess profits taxes. 


In April, 1948, the Bureau ruled that the 
Cuban taxes on gross income from freight 
and passenger services are taxes imposed in 
lieu of income taxes within the meaning of 
Section 131 (h), and may be claimed as a 





3 [474 CCH { 6253.] 
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‘credit against federal income taxes for tax- 


able years beginning after December 31, 
1941.4 In October, 1948, the Bureau ruled 
that the tax imposed under a 1943 Brazilian 
decree, which tax is based on gross income 
except in the case of income from immov- 
able capital, falls within the United States 
concept of an income tax and is allowable 
as a credit against United States income 
taxes under Section 1315 


The Second Circuit Court of Appeals has 
recently had occasion to consider the types 
of foreign taxes which it regards as “income 
taxes” under Section 131. 

In New York & Honduras Rosario Mining 
Company [48-1 ustc J 9290], 168 F. (2d) 745, 
rev’g and rem’g [CCH Dec. 15,839] 8 TC 
1232, the taxpayer, a New York corporation, 
was engaged in gold- and silver-mining 
operations in Honduras. During the tax 
years in question (1941 and 1942), it paid 
taxes to the Honduras Government, and 
treated them as foreign income taxes entitl- 
ing it to foreign tax credits under Section 131. 


The Honduras tax required the taxpayer 
to pay to the government seven per cent 
of the “liquid profits” from its operations. 
The Tax Court upheld the Commissioner’s 
contention that the Honduras tax was a 
privilege tax, and not an income tax paid 
to a foreign government. 


The Second Circuit Court of Appeals, on 
June 1, 1948, reversing the Tax Court, held 
that the Honduras tax was the “substantial 
equivalent” of an income tax entitling the 
taxpayer to a foreign tax credit. In reject- 
ing the Commissioner’s contention that the 
tax was an exercise or privilege tax, the 
court pointed out that failure to pay the tax 
would not result in forfeiture of operating 
privileges, as is normally the case with ex- 
cise or privilege taxes. The court observed 
that the result reached by the Tax Court 
defeats the purpose of Section 131, which 
was to encourage domestic corporations to 
do business abroad without having to op- 
erate through foreign corporations, the in- 
ducement being that their income from 
operations abroad should be taxed only 
once. The Commissioner did not seek cer- 
tiorari in New York & Honduras Rosario 
Mining Company. 


Credit v. Deduction 


Income, war profits and excess profits 
taxes paid to a foreign country or to a 





4I. T. 3903, Internal Revenue Bulletin, April 
19, 1948, p. 5. 

5I. T. 3924, Internal Revenue Bulletin, Oc- 
tober 4, 1948, p. 2. 
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United States possession are deductible 
under Code Section 23 (c) (1) (C) if the 
taxpayer does not choose to claim a credit 
under Section 131. Thus, the taxpayer may 
elect to take credit for the foreign taxes 
directly against his United States tax or 
to use the tax as a deduction in determining 
his taxable income. For the taxable years 
beginning after December 31, 1940, the tax- 
payer may choose whichever method results 
in less tax, and is not bound by an election 
once made, should later developments show 
less tax under the other method. Thus, the 
taxpayer has an option to say whether he 
desires a credit or a deduction, or to change 
such option at any time within the statutory 
period for making a claim for refund or 
credit on the federal income tax for the tax- 
able year.* 


In Ethyl Corporation v. U. S. [48-1 ustc 
7 9168], 75 F. Supp. 461, decided by the 
Court of Claims in February, 1948, the tax 
year 1939 was involved. In that year, the 
taxpayer, in order to have the benefit of a 
foreign tax credit, was required so to “sig- 
nify” in his return; if he did not so signify, 
he could not later claim a credit, but could 
take only a deduction against gross income 
for the foreign taxes paid. The taxpayer 
in its original return inserted the word “none” 
under “credit for income taxes paid to a 
foreign country.” However, in its Schedule 
P (reconciliation of surplus) attached to 
the return, it included an estimate of the 
amount of taxes paid to the foreign country. 
The Commissioner treated the past taxes 
as a deduction and not as a credit, and the 
taxpayer brought suit in the Court of Claims 
to urge that it had intended to ask for a 
credit, and that the insertion of the word 
“none” was an oversight. That court sus- 
tained the taxpayer’s contention. 


The necessity for determining under the 
Code whether or not income is derived from 
sources within the United States, and whether 
or not persons and corporations are engaged 
in trade or business in the United States, 
has been the source of much tax litigation. 


Alien individuals who are residents of the 
United States are, in general, taxable in 
the same way as are citizens of this country. 
Nonresident aliens who are engaged in trade 
or business in the United States are taxed 
on all their income from sources within the 





® Code Section 23 (c) (1) (C) provides that 
in computing net income, there shall be allowed 
as deductions taxes ‘‘paid or accrued within 
the taxable year’’ except ‘‘income, war-profits, 
and excess-profits taxes imposed by the au- 
thority of any foreign country or possession of 
the United States if the taxpayer chooses to 
take to any extent the benefits of section 131.”’ 
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United States (as such income is defined in 
the Code) at the regular normal tax and 
surtax rates." Nonresident aliens who are 
not engaged in trade or business in the 
United States are taxed only on their fixed 
or determinable annual or periodical income 
from sources within the United States. They 
are taxed at a special tax rate. 


A resident foreign corporation which is 
engaged in trade or business in the United 
States, or which has an office or place of 
business here, is taxable at a rate of twenty- 
four per cent of the normal taxable net in- 
come. A nonresident foreign corporation 
is taxable at thirty per cent on amounts re- 
ceived after October 30, 1942, not to exceed 
a rate fixed by treaty with any foreign 
country.® 


Fixed or Determinable Income 


As indicated above, nonresident aliens not 
engaged in trade or business in the United 
States are taxable only on their fixed or 
determinable annual or periodical profits and 
income from sources within the United 
States.” They are not, therefore, taxable on 
capital gains or income received from the 
sale of personal property. 


An interesting question in this connection 
arose in the case of P. G. Wodehouse [48-1 
ustc J 9221], 166 F. (2d) 986, rev’g [CCH 
Dec. 15,688] 8 TC 637, which was decided 
by the Fourth Circuit Court of Appeals in 
March, 1948. Wodehouse sold what amounted 
to the serial rights to a book. He contended 
that the money he had realized from the sale 
of the serial rights was not royalty income 
but payment for personal property sold, and 
hence not taxable under Section 211. The 
payment which Wodehouse received was a 
lump sum. 


The Tax Court sustained the Commis- 
sioner, holding that the proceeds from the 
sale constituted royalty income, taxable under 
Section 211. In reaching this decision, the 
Tax Court followed the Rohmer case, a 
decision of the Second Circuit Court of Ap- 





7 Regulations 111, Sections 29.211-1, 29.119-1. 
8 Regulations 111, Section 29.211-7. 
® Regulations 111, Section 29.231-1. 


10 Code Section 211 (a) (1) (A) provides that 
a tax shall be imposed upon every nonresident 
alien individual not engaged in trade or busi- 
ness in the United States with respect to 
amounts received from United States sources ‘‘as 
interest (except interest on deposits with 
persons carrying on the banking business), divi- 
dends, rents, salaries, wages, premiums, annui- 
ties, compensations, remunerations, emoluments, 
or other fixed or determinable annual or pe- 
riodical gains, profits, and income.’’ 
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peals.“ In the Rohmer case, the court had 
held the transfer of serial rights without the 
other rights ineffective as a sale of personal 
property, the transaction amounting to a 
license, the proceeds from which were tax- 
able as royalties. 


In the Wodehouse case, the Fourth Cir- 
cuit Court of Appeals reversed the Tax 
Court, and held the proceeds which Wode- 
house received as a result of the transaction 
to be exempt from tax. The Fourth Circuit 
held that although royalty income is within 
the ambit of Code Section 211, where pay- 
ment is received in a lump sum, it is not a 
“fixed or determinable annual or periodical” 
gain envisaged by the statute, and is there- 
fore not taxable income to a nonresident 
alien who is not engaged in trade or busi- 
ness within the United States. As to the 
Second Circuit’s view that a copyright could 
not be split into parts and sold as personalty, 
the Fourth Circuit held that rights compris- 
ing a copyright are divisible and, when di- 
vided, are salable as personalty. On October 
11, 1948, the Supreme Court granted certi- 
orari in the Wodehouse case. 


On July 14, 1948, the Tax Court decided 
the Constantinescu case [CCH Dec. 16,486], 
11 TC —, No. 4. The taxpayer, a Rumanian 
national, contended that in the tax years in 
question (1944 and 1945), she had been a 
nonresident alien not engaged in any busi- 
ness in the United States, and therefore 
was not taxable on capital gains which she 
had received from the purchase and sale of 
certain securities through a brokerage ac- 
count in her name. The Commissioner ruled 
that she was a resident alien and hence was 
taxable on all her net income. The Tax 
Court held for the taxpayer. The underlying 
facts and the basis for the court’s ruling 
are as follows: 


The taxpayer entered the United States 
in 1939 under a temporary visitor’s visa, 
valid for six months, and left the United 
States on November 3, 1945. During this 
period, she received either extensions of her 
visitor’s visa or extensions of an order for 
her deportation. From January 1 to October 
31, 1945, the taxpayer was under arrest for 
violation of the immigration laws. The per- 
tinent Bureau regulations provide, in part, 
that an “alien whose stay in the United 
States is limited to a definite period by the 
immigration laws is not a resident of the 
United States in the absence of ex- 
ceptional circumstances.” 7 





11 [46-1 ustc { 9130] 153 F. (2d) 61; aff’g [CCH 
Dec. 14,591] 5 TC 183; cert. den. 328 U. S. 862. 


2 Regulations 111, Section 29.211-2. 
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The Tax Court held that the taxpayer 
was a nonresident alien individual, and that 
exceptional circumstances to bring her with- 
in the Regulations as a resident were absent. 

On August 5, 1948, the Tax Court decided 
the Jamvold case [CCH Dec. 16,517], 11 
TC —, No. 18, which the court character- 
ized as “comparable” to the Constantinescu 
case. Jamvold, a citizen of Norway, had 
come to the United States in the service 
of the Norwegian Merchant Marine under 
orders from the Norwegian Government. In 
the early part.of 1943, while he was in this 
country, he was_placed on sick leave. Dur- 
ing his sick leave, he met and married a 
United States citizen. In October, 1943, 
Jamvold’s wife filed on his behalf a re- 
quest for an immigration visa. This request 
was in violation of Jamvold’s orders from 
the Norwegian Government. 

The court held that Jamvold had been a 
nonresident alien in 1943 since his obligation 
to the Norwegian Government in that year 
precluded “that degree of permanent attach- 
ment” to the United States which would 
cause a “transfer of residence.” 


‘‘Interest’’ Paid 
to Nonresident Aliens 


Code Section 143 (b) provides in part 
that an employer is required to withhold tax 
payments on salaries and other remunera- 
tion to nonresident alien individual employees, 
to the extent that such items constitute gross 
income from sources within the United States. 

Application of this provision to interest 
payments made by an employer to a non- 
resident alien employee was considered by 
the Tax Court in 4. C. Monk & Company 
{CCH Dec. 16,213], 10 TC 77, decided in 
January, 1948. 


The taxpayer, a domestic corporation, 
had maintained a branch sales office in China 
during the tax years in question. The tax- 
payer employed a sales agent, a Chinese 
national. It permitted the sales agent to 
make sales on credit, but required him to 
leave a sum of money on deposit with the 
taxpayer as protection against his credit 
sales. The taxpayer paid the sales agent 
interest on these deposits. Interest pay- 
ments were made by checks drawn by the 
taxpayer upon bank accounts which it main- 
tained in China. 

The Commissioner argued that the in- 
terest payments were subject to withhold- 
ing; the taxpayer contended that such 
payments did not constitute gross income 
from a source within the United States, 
and therefore were not subject to withholding. 
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The Tax Court found that the interest pay- 
ments to the Chinese national met the three 
tests of what is to be treated under Section 
119 (a) of the Code as gross income from 
a source within the United States: (1) it 
was interest (2) on an interest-bearing ob- 
ligation (3) of a corporate resident. 


The Tax Court rejected the taxpayer’s 
contention that the interest payments did 
not constitute income from*a United States 
source because the actual source of pay- 
ment to the Chinese national was China. 
The court held that the obligation to make 
the interest payment arose when the Chinese 
national deposited the money with the tax- 
payer, and that the source of the payment 
of the obligation was the obligor’s residence, 
the United States. 


Income from Trusts 


As stated above, resident aliens and citi- 
zens of the United States are, in general, 
taxable on income derived from all sources, 
including sources without the United States. 
A nonresident alien, on the other hand, is 
taxable only on income from sources within 
the United States. : 

This distinction was highlighted in the 
Muir case [CCH Dec. 16,254], 10 TC 307, 
decided by the Tax Court in February, 1948. 
In that case a trust was established for 
the benefit of a nonresident alien and a resi- 
dent alien. The trust had income from 
sources within and without the United States. 
The trust did not specify from which sources 
the income should be distributed to the bene- 
ficiaries. The taxpayer, the nonresident alien, 
caused the income from the trust to be dis- 
tributed as follows: he took his income from 
foreign investments, and caused the income 
from American investments to be diverted 
to the resident alien beneficiary. 

The Commissioner asserted against the 
taxpayer a deficiency allocating all of, the 
income from sources within the United 
States to the taxpayer. The Tax Court held 
that in the absence of provisions in the 
trust instrument to indicate how distribu- 
tion should be made, the trust income from 
sources within the United States should be 
prorated so that the amount thereof allo- 
cated to each beneficiary would bear the 
same relation to the total income as the total 
distributable shares of each bore to the 
total distributable income of the trust from 
all sources. 

The Commissioner has acquiesced in the 
Muir decision.” 
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Sale of Personalty 


Whether income is from sources within 
or without the United States is often de- 
pendent upon where the sale of personal 
property takes place. On November 3, 1947, 
the Chief Counsel of the Bureau ruled that 
for the purpose of determining the source 
of income attributable to the sale of per- 
sonal property, a sale is consummated at the 
place where the seller surrenders to the 
buyer all his rights, title and interest.* This 
ruling represented a reversal of the Bureau’s 
previous position—that the decisive factor 
in determining where a sale of personalty 
took place was the place where the contract 
of sale was executed. 


Western Hemisphere 
Trade Corporation 


In order to secure the preferred tax status 
of a Western Hemisphere trade corporation, 
a corporation must demonstrate that a suf- 
ficient percentage of its income is derived 
from sources without the United States.” 


In April, 1948, the Bureau issued a ruling 
in response to an inquiry by a Western 
Hemisphere trade corporation. That corpo- 
ration shipped pharmaceuticals to its con- 
signment agent in Cuba.” Through pilferage, 
a part of one of its shipments was lost 
in transit on the high seas. As a result of 
this loss, the taxpayer received insurance 
proceeds, which included an amount equal 
to the anticipated profits and selling costs. 
The taxpayer wanted to know whether this 
gain constituted income from sources within 
or without the United States. The Bureau 
held that goods in transit remain at their 
original situs until such time as they require 
permanent situs elsewhere, and that accord- 
ingly the situs of the lost pharmaceuticals 
was still in the United States at the time of 
their loss. It ruled, therefore, that the gain 
received as a result of the loss was from a 
source within the United States. 


‘Engaged in Trade or Business” 


Under Section 211 (b) of the Code, the 
phrase “engaged in trade or business within the 
United States” does not include “the effecting 
of transactions in the United States in stocks, 
securities or commodities through a resident 
broker, Commission agent, or custodian.” 





4G. C. M. 25131, 1947-2 CB 85. 


18 Code Section 109; Regulations 111, Section 
29.109-1. 
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This section was interpreted in the Adda 
cases, decided by the Tax Court in February 
and June of 1948 ({CCH Dec. 16,244] 10 TC 
273; [CCH Dec. 16,482] 10 TC —, No. 168). 
Both cases involved the same taxpayer. 


Adda, a resident and national of Egypt, 
authorized his brother, a resident of the 
United States, to deal, for Adda’s account, 
in commodity futures, at his brother’s dis- 
cretion, through resident brokers in the 
United States. In 1941, the brother exer- 
cised this authority to trade in substantial 
amounts. For the tax year 1941, Adda con- 
tended that he had not been “engaged in a 
trade or business in the United States” be- 
cause he was “effecting transactions” in the 
United States in commodities through a 
resident broker. The Commissioner took the 
position that because of the presence of his 
brother in the United States, Adda was engaged 
in a trade or business in the United States. 


The Tax Court upheld the Commissioner. 
It held that for a nonresident alien to deal 
through a United States agent other than 
and in addition to a broker, is, in effect, to 
engage in a trade or business in the United 
States. The court observed that the tax- 
payer had sought to accomplish through an 
agent what he could not accomplish directly 
by himself—that is, to effect transactions in 
commodities by decisions made in the United 
States by one who was nota resident broker, 
and remain untaxed upon the gains. 


The second Adda case involved the tax 
year 1943. In that year, the taxpayer’s ac- 
counts with United States brokerage firms 
were blocked. The brokers liquidated the 
accounts, the taxpayer’s brother taking no 
part in the liquidation. Adda, who realized 
gains on the liquidation, took the position, 
with respect to those gains, that he was not 
“engaged in trade or business” in the United 
States in 1943. The Commissioner disagreed, 
and again assessed a deficiency against Adda. 
The Tax Court reversed the Commissioner 
and held for Adda. It distinguished its 
holding in the previous case on the ground 
that in 1943 Adda’s brother did not parti- 
cipate in the liquidation of Adda’s accounts 
with the brokerage firms. The court held 
also that the fact that gains realized from 
the sale of property purchased in previous 
years constitute income taxable in the year 
in which the sales are made, was not deci- 
sive of the question as to whether Adda 
was engaged in business in this country in 1943, 


In the European Naval Stores Company 
case [CCH Dec. 16,518], 11 TC —, No. 19, 
decided by the Tax Court on August 5, 
1948, the issue was whether the taxpayer, 
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a foreign corporation, was engaged in a 
trade or business in the United States dur- 
ing the calendar year 1942. In 1939, the 
taxpayer, a Belgian corporation engaged in 
importing naval stores, had purchased from 
a domestic corporation naval stores for de- 
livery in 1939 and 1940. The taxpayer and 
the domestic corporation, which exported 
naval stores, were owned by the same Bel- 
gian interests. Because of the war, delivery 
to the taxpayer was impossible in 1939. In 
1942, the domestic corporation, without the 
taxpayer’s knowledge, purchased the stores 
for its own account and credited the profit 
to the taxpayer’s account. The Tax Court 
reversed the Commissioner’s determination 
that the taxpayer was a resident foreign cor- 
poration engaged in a trade or business in 
the United States in 1942. The isolated 1942 
transaction, the court stated, was not suf- 
ficient to hold that the taxpayer had been 
engaged in business in this country in that year. 


In reaching this decision, the Tax Court 
was influenced by its findings that the tax- 
payer had no offices, salesmen or history of 
sales experience in the United States; that 
it had no license to transact business in this 
country; and that although it had a United 
States bank account, it had no one in the 
United States who was authorized to draw 
upon the account. 


The taxpayer also contended that it had 
been engaged in a United States trade or 
business in 1942 because of the agency re- 
lationship which it alleged existed between 
it and the domestic corporation. The court 
rejected this argument on the ground that 
there was no evidence to indicate that the 
relationship between the taxpayer and the 
domestic corporation was anything other 
than the customary vendor-vendee relationship. 


U. S. Citizens Working Abroad 


For the taxable years beginning before 
January 1, 1943, a United States citizen who 
was a “bona fide nonresident of the United 
States” for more than six months could ex- 
clude from his gross income earned income 
received from sources without the United 
States, except amounts paid by the United 
States or any agency thereof. A 1942 amend- 
ment to the pertinent section of the Code, 
Section 116 (a), now requires that for such 
earned income to be excluded, the citizens 
must have been “bona fide residents of a 
foreign country or countries during the en- 
tire taxable year.” This amendment is ap- 
plicable to the taxable years beginning after 
December 31, 1942. -The Bureau’s regula- 
tions provide that bona fide foreign residence 
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should be determined in general by the ap- 
plication of the principles relating to what 
constitutes residence in the United States in 
the case of an alien.” 


Recently, there have been several liti- 
gated tax cases in which taxpayers working 
abroad claimed foreign residence while ‘in 
the employ of American concerns. 


In the Leacock case [CCH Dec. 16,178(M)], 
6 TCM 1282, decided by the Tax Court in 
December, 1947, the taxpayer, an American 
citizen, went to East Africa as an employee 
of the Douglas Aircraft Company in May, 
1942, and stayed there continuously until 
February, 1944. For the tax year 1943, he 
claimed that his income was exempt be- 
cause he was a bona fide resident of a for- 
eign country in that year. The Tax Court 
upheld the Commissioner’s determination 
that the taxpayer was not a bona fide resi- 
dent of a foreign country in 1943. It made 
the following findings of fact, which seemed 
to sway its determination: (1) the absence 
of the taxpayer’s intention to relinquish 
United States citizenship, (2) his continued 
intention to return to the United States and 
(3) the absence of any demonstration by 
the taxpayer that he intended to abandon 
his family in the United States. 


On December 4, 1947, the Circuit Court 
of Appeals for the Fifth Circuit held in 
Swenson v. Thomas [47-2 usrc J 9404], 164 
F. (2d) 783, rev’g [46-2 ustc ] 9382] 68 F. 
Supp. 390 (DC Tex.), that the taxpayer had 
established a bona fide residence in Co- 
lombia, South America, and could exclude 
from gross income his earned income for the 
years 1943 and 1944. Swenson, an engineer 
engaged in geophysical work, had been sent 
to Colombia to prospect for oil, and lived 
there for four years. While in Colombia, he 
paid income tax to that government. He had 
established no fixed home, or even a settled 
place of abode, in Colombia. The Fifth Cir- 
cuit found that Swenson’s unbroken and 
continuous living in Colombia for four years 
constituted “residence.” Code Section 116 
(a), the court pointed out, is not dependent 
upon the establishment of “domicile” in a 
foreign country. The court stated that there 
was no evidence of want of good faith on 
Swenson’s part, and that Swenson’s business 
required him to establish a bona fide resi- 
dence in Colombia within the meaning of 
Section 116 (a). 


The taxpayer in the Harvey case [CCH 
Dec. 16,231], 10 TC 183, decided by the Tax 
Court on January 30, 1948, was a co-worker 
of Swenson’s, and was involved in the above 
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case. Harvey also spent four full years in 
Colombia and claimed his earned income ex- 
empt for the year 1943. The Tax Court fol- 
lowed the court’s decision in the Swenson 
case. The Tax Court emphasized the fol- 
lowing facts in finding Harvey a bona fide 
resident of a foreign country: (1) he had 
been a foreign-service career man since 1936; 
(2) he was unmarried, and had no family or 
home in the United States—his “home” was 
where he “hung his hat”; (3) he paid Co- 
lombia income taxes. 

The Commissioner has acquiesced in the 
Harvey decision.” 

The Downs case [48-1 ustc 7 9159], 166 
F. (2d) 504, aff’g [CCH Dec. 15,431] 7 TC 
1053, was decided by the Ninth Circuit 
Court of Appeals on January 27, 1948. The 
taxpayers, United States citizens, worked 
for Lockheed Aircraft in England for the 
full year 1943. They claimed that their in- 
come for that year was exempt under 
Section 116 (a). The Commissioner held 
otherwise, and both the Tax Court and the 
Ninth Circuit Court of Appeals affirmed the 
Commissioner. The Circuit Court of Appeals 
emphasized the facts that the taxpayers had 
not applied for British citizenship, had not 
paid British income taxes and had British 
visas which were valid only so long as they 
were working under contract as employees 
for Lockheed. The court rejected the tax- 
payers’ contention that the “mere presence 
other than sojourning in foreign lands for 
the full tax year ripens the right to the 
exemption.” Unless the United States citi- 
zen makes his home in a foreign country 
by identifying himself in some degree with 
the customs and lives under and within such 
customs, the court said, he is not a resident 
of the foreign country in which he is staying 
within the meaning of Section 116 (a). 

On June 1, 1948, the Supreme Court de- 
nied certiorari in the Downs case.” 

On June 29, 1948, the Tax Court handed 
down a memorandum decision in the Hull 
case [CCH Dec. 16,492(M)], 7 TCM 403. 
The taxpayer had been sent overseas as an 
employee of Lockheed Aircraft in July, 1942, 


‘to act as assistant general manager of an 


aircraft depot in Ireland. He had been in- 
duced to accept the overseas assignment be- 
cause of the suggested possibility that he 
might manage Lockheed’s postwar sales 
program in Europe. In 1944, the tax- 
payer instructed his family in the United 
States to make preparation for an extended 
European residence. However, another in- 
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dividual was selected for the sales work and 

the taxpayer returned to this country in 
1945. The Commissioner determined that 
during the tax years 1943 and 1944 the tax- 
payer was not a bona fide resident of a for- 
eign country within the meaning of Code 
Section 116 (a). Relying on its decision 
in the Downs case, the court affirmed the 
Commissioner’s action, and stated that in- 
tention to take up residence abroad “at some 
future time” is not enough to esablish bona 
fide foreign residence under the statute. 


On September 29, 1948, the Tax Court, in 
a memorandum opinion, decided the Glas- 
cock case [CCH Dec. 16,616(M)], 7 TCM 
—. The taxpayer, an American citizen, had 
spent eighteen months, including the entire 
taxable year 1945, as a mechanic in Saudi 
Arabia. The Tax Court affirmed the Com- 
missioner’s contention that Glascock was 
not a bona fide resident of Saudi Arabia in 
1945. Following its decision in the Downs 
case, the court held Glascock to be a “mere 
sojourner” and not a bona fide resident of 
Saudi Arabia. The court reached this de- 
cision in view of the facts that Glascock had 
never applied for Arabian citizenship, had 
been subject to the Selective Service Act 
while overseas and had lived in a dormitory 
with other Americans, a circumstance which, 
according to the court, was indicative of 
temporary residence. The court, rejecting 
the taxpayer’s reliance on the Harvey deci- 
sion, pointed out that Harvey had paid taxes 
to Colombia, learned to speak the language 
and worked intimately with Colombians. 


Estate Taxes 


To recent Tax Court decisions pointedly 
demonstrate the important estate tax con- 
sequences of the residency of aliens at the 
time of their deaths. Under the estate tax 
provisions of the Code, the gross estate of 
a nonresident alien consists only of prop- 
erty which at the time of his death had a 
situs in the United States. The gross estate 
of a resident decedent, citizen or alien, on 
the other hand, consists of his entire estate 
wherever located (except, of course, realty 
located outside the United States).” 


In Estate of Julius Bloch-Sulsberger [CCH 
Dec. 16,129(M)], 6 TCM 1201, decided by 
the Tax Court on November 12, 1947, the 
Commissioner assessed a $75,000 estate tax 
deficiency on the ground that the decedent, 
a Swiss national, had died a resident of the 
United States. The practical effect of the 
Commissioner’s action was to include in 
the decedent’s gross estate money which the 
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decedent had on deposit with a bank in the 
United States (which money would take a 
Swiss situs if the decedent had died a non- 
resident) and the value of personal property 
situated outside the United States. 


The decedent had resided in Switzerland 
all of his life, except for sixteen months 
prior to his death in 1941, when he and his 
family had fled to the United States for 
safety against a possible Nazi invasion of 
Switzerland. He returned to Switzerland 
in 1941, a few hours before his death. 


The Tax Court held that the decedent 
was a nonresident of the United States at 
the time of his death. Residency for estate 
tax purposes the court stated, is dependent 
upon domicile, and domicile depends upon 
intent. The court found that the decedent 
had never intended to give up his Swiss 
domicile. It ascertained the decedent’s in- 
tent in light of the following facts: he had 
never maintained an office in the United 
States; he had left Switzerland unwillingly; 
he had always manifested a desire to return 
to Switzerland. The Tax Court reached this 
result despite the government’s evidence dis- 
closing that the decedent had made sworn 
statements, in connection with visas and 
re-entry permits, that the United States was 
his residence. 


In Anthony Fokker [CCH Dec. 16,474], 
10 TC —, No. 160, decided by the Tax Court. 
in June, 1948, the estate tax deficiency which 
the Commissioner assessed on the ground 
that Fokker had died a resident of the 
United States amounted to $1,250,000. 


Fokker, the famous airplane designer, 
died in the United States, a Dutch national. 
Representatives of his estate admitted in 
the Tax Court that he had established a 
United States domicile in 1926, but con- 
tended that in 1934 he had established a new 
domicile in Switzerland, where he had pur- 
chased a lavish home. The following factors 
seemed to lead the Tax Court to hold that 
Fokker had died a resident of the United 
States, never having abandoned the United 
States domicile which he had established in 
1926: (1) Fokker’s statements to immigra- 
tion authorities that the United States was 
his residence; (2) his wide United States 
business interests; (3) the fact that his Swiss 
home was used principally for entertainment 
and social functions—it was not a home in 
the “domicile” sense. 


Bank Deposits 
of Nonresident Aliens 


As stated above, only the property of non- 
resident aliens having a situs in the United 
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States at the time of death is subject to an 
estate tax. Section 863 (b) of the Code 
provides that “bank deposits” shall not, for 
estate tax purposes, be deemed property 
within the United States. “Bank deposits” 
are defined as any “moneys deposited with 
any person carrying on the banking business, 
by or for a nonresident not a citizen of the 
United States who was not engaged in business 
in the United States at the time of his death.” 


This seemingly clear provision of the Code 
has been a source of confusion to aliens con- 
cerned with the American estate tax, as evi- 
denced by four decisions construing the 
provisions within a five-month period in 
1948. In each of these cases, the taxpayer, 
the estate of a nonresident alien, contended 
that certain estate funds in American banks 
were “on deposit” in those banks within 
the meaning of Section 863 (b), and were 
consequently exempt from the estate tax. In 
each case, the Commissioner denied that 
the funds qualified for an 863 (b) exemption. 
The taxpayer prevailed in the three cases 
decided by the Tax Court, but lost its battle 
with the Commissioner in the one case de- 
cided by a Circuit Court. 


In Estate of Davey [CCH Dec. 16,305], 10 
TC 515, decided by the Tax Court on March 
24, the decedent created a trust, naming a 
New York bank as trustee. Three months 
prior to her death, she revoked the trust, 
whereupon the bank converted the trust as- 
sets into cash. At the time of her death, the 
cash was on deposit awaiting transmittal to 
her. The Commissioner contended that the 
moneys were not on deposit within the 
meaning of Section 863 (b), and that in any 
event the funds were not on deposit “for” 
the decedent but “for” the trustee-bank act- 
ing in a fiduciary capacity. The Tax Court 
rejected both contentions. It pointed out 
that trust funds are frequently held as 
“bank deposits,” and that the funds were 
on deposit “for” the ultimate use and benefit 
of the decedent and were therefore on de- 
posit “for” her within the meaning of Sec- 


tion 863 (b). 


In Estate of Gade [CCH Dec. 16,326], 
10 TC 585, decided by the Tax Court just 
two weeks after the Davey case, the decedent 
had entered into an “agency agreement” 
with a Chicago bank, under which the latter 
was appointed agent and custodian of cer- 
tain of the decedent’s cash and securities, 
subject to the decedent’s instructions. The 
Commissioner ruled that the cash which the 
bank held for the decedent was not “on 
deposit,” within the meaning of Section 863 
(b), at the time of the decedent’s death. The 
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Tax Court held to the contrary, thus ex- 
cluding the cash from the decedent’s estate. 


The Commissioner has acquiesced in the 
Davey and Gade decisions. 


In giving the section a broad and liberal 
interpretation, the court has recognized that 
the legislative purpose of Section 836 (b) 
was to place American banks on an equal 
competitive footing with those abroad in 
regard to activities carried on by foreigners. 
Accordingly, the court held an “agency ac- 
count” to be a “deposit account” within the 
meaning of Section 863 (b). 


The case of City Bank Farmers Trust Com- 
pany v. Pedrick [48-1 ustc { 10,422], rev’g 
[47-1 ustc J 10,536] 69 F. Supp. 517 (DC 
N. Y.), was decided by the Second Circuit 
Court of Appeals on May 27, 1948. The de- 
cedent had delivered to a New York bank 
cash and securities in trust. The trust agree- 
ment gave the decedent the power to revoke 
the trust at any time with the trustee- 
bank’s “consent in writing.” The Second 
Circuit Court of Appeals held that the 
moneys in the trust were not “on deposit” 
within the meaning of Section 863 (b), for 
the following reasons: (1) It regarded Sec- 
tion 863 (b) as an exemption section, to be 
treated by the court “jealously.” (2) It 
doubted that the section was intended to 
cover deposits other than ordinary “cash- 
in-the-bank” deposits. (3) In view of the 
fact that the trustee’s consent was necessary - 
to withdraw the cash contained in the trust, 
and of the possibility that the trustee might 
not accede, “a deposit so hedged with re- 
strictions is not properly a bank deposit 
at all.” Therefore, the cash was not “on 
deposit” within the scope of Section 863 (b). 


Estate of Anna F. De Eissengarthen [CCH 
Dec. 16,479], 10 TC —, No. 165, decided by 
the Tax Court on June 30, 1948, arose under the 
following set of facts: X died in 1941. At 
the time of his death, he had money on de- 
posit in a New York bank. Under his will, 
his mother, Anna, a nonresident alien, was 
named as sole heir. Under the laws of Switz- 
erland, where X died, his mother became 
owner of the New York bank deposit. Anna 
died shortly after X, and before the deposit 
could be formally transferred to her. 


* The Commissioner took the view that the 
money on deposit in the New York bank was 
not on deposit “by or for” Anna, the dece- 
dent, within the menaing of Section 863 (b), 
but that the bank held the money for the 
benefit of the ancillary administrator of X, 
if and when appointed. Accordingly, the 
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Commissioner included the money in Anna’s 
gross estate for estate tax purposes. 


The Tax Court reversed the Commission- 
er’s action. It held that prior to Anna’s 
death the money was on deposit “for her 
use and benefit,” and that such deposit “ful- 
fills the requirement of the statute.” The 
court distinguished the decision of the Sec- 
ond Circuit Court of Appeals in the City 
Bank Farmers Trust Company case on the 
ground that in that case the decedent did 
not have an absolute right to the deposit, 
whereas Anna’s right to the deposit became 
absolute on X’s death. 


Valuation of Gross Estate 


Foreign transactions often raise perplex- 
ing problems regarding the valuation to be 
placed on a decedent’s estate and the propri- 
ety of including certain assets in or exclud- 
ing them from the gross estate. 


In Estate of Fry [CCH Dec. 16,030], 9 
TC 503, decided by the Tax Court on Sep- 
tember 30, 1947, the decedent owned British 
securities at the time of his death. These 
securities could not be transmitted to the 
United States; nor could their equivalent 
at the official rate of exchange be realized in 
any way in the United States. There was, 
however, a lawful means by which a cer- 
tain smaller amount could be realized in the 
United States. The Tax Court held that 
the value of the securities for estate tax 
purposes was the amount which could have 
been realized from them in the United States 
at the time of the decedent’s death. The 
value of an account in an English bank, 
the court held, was to be the American 
equivalent at the official rate of exchange 
since the account could be transmitted to 
the United States at that rate. 


In Estate of DePerigny [CCH Dec. 16,100], 
9 TC 782, decided by the Tax Court on 
October 28, 1947, the decedent owned a 
ninety-nine-year leasehold interest in lands 
situated in Kenya Colony, British East 
Africa. The lease was exchangeable, at 
the decedent lessee’s option, for a 999-year 
lease. The question before the Tax Court 
was whether the decedent lessee’s interest 
in the lease was excludable from his gross 
estate for estate tax purposes as “real prop- 
erty situated outside the United States,” 
under Section 811 of the Code. The Tax 
Court held that the transfer of a 999-year 
lease is “essentially and_-realistically a trans- 
fer of the real estate itself” and excludable 
from the estate for estate tax purposes. 
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The Commissioner has announced that 
he does not acquiesce in the DePerigny 
decision.” 


In Estate of Karl Jandorf [CCH Dec. 
16,011], 9 TC 338, decided on September 12, 
1947, the question before the Tax Court was 
whether certain United States Treasury 
bonds, situated in the United States and 
beneficially owned by the decedent, were in- 
cludible in the decedent’s gross estate. The 
decedent died a nonresident alien, and was 
not engaged in business in the United States. 
The decedent’s representatives claimed that 
the bonds were exempt from taxation in the 
gross estate, under Section 4 of the Victory 
Liberty Loan Act of 1919, which declared, 
as to nonresident aliens, that the bonds in 
question were “exempt both as to principal 
and interest from any and all taxation.” * 
The Tax Court held that the estate tax is 
neither a tax on “interest” nor a tax on 
“principal,” but an excise tax imposed upon 
the transfer of or shifting in relations to 
property at death. Therefore, the bonds were 
held not exempt from taxation in the dece- 
dent’s gross estate. 


War Losses 


In Estate of Leewitz [48-1 ustc J 10,598], 
75 F. Supp. 312, decided by the Court of 
Claims in January, 1948, the decedent, who 
died in 1939, held stock in four corporations. 
Two of the corporations were engaged in 
the importing business in Brussels, Belgium, 
and Paris, France. The third was the largest 
manufacturer of steel wool in France. The 
fourth was the third corporation’s exclusive 
sales agent. In 1940 and 1941, German se- 
questrators were appointed for all four cor- 
porations. During the German occupation 
the business of the importing firms declined 
drastically, the Germans removed the ma- 
chinery from the plant of the steel wool con- 
cern and the plant itself was destroyed. 


The decedent’s representatives filed an 
estate tax return in June, 1940. Thereafter, 
they filed a claim for refund under Section 
That section pro- 
vides, inter alia, that there may be deducted 
from the gross estate for estate tax purposes 
“losses incurred during the settlement of 
estates arising from fires, storms . . . or 
other casualties.” The Commissioner denied 
the claim, and the taxpayer brought suit in the 
Court of Claims. The Court of Claims held: 


2 Internal Revenue Bulletin, July 26, 1948, 
4 
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23 Chapter 100, 40 Statutes 1309, 1311. 
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(1) War losses are losses from “other 


casualties” within the meaning of Section 
812 (b). 


(2) No loss occurred with respect to the 
importing firms because, although there was 
no doubt that the business of those firms 
had been curtailed and the value of the 
corporation’s stock had suffered a reduction, 
a “mere reduction in value . . . in stock” 
is not an allowable deduction under Sec- 
tion 812 (b). 


(3) As to the steel wool Corporation and 
its exclusive sales agent, the most the court 
had before it was “strong evidence that there 
was a reduction in value of the stock but 
not proof that such stock became worthless 
from ‘other casualties’.” 


(4) The taxpayer’s proof in the case might 
have been sufficient if it had been consider- 
ing war losses for income tax purposes un- 
der Section 127 of the Code, which makes 
provision for the treatment of property de- 
stroyed or seized during war operations. 
As a matter of law, however, Section 127 
applies only to losses for income tax pur- 
poses, and is inapplicable in determining 
estate tax deductions. 


Gift Taxes 


Two recent cases in the field of foreign 
transactions involve important interpreta- 
tions of the gift tax provisions of the Code. 

The case of Marie-Anne De Goldschmidt- 
Rothschild was decided by the Tax Court in 
September, 1947 ([{CCH Dec. 16,010] 9 TC 
325), and affirmed by the Second Circuit 
Court of Appeals in June, 1948 [48-1 ustc 
{ 10,625]. The taxpayer, a nonresident alien, 
had in this country assets consisting of 
marketable American securities. In Feb- 
ruary, 1941, she converted these securities 
into United States Treasury notes and 
transferred the notes in trust for the benefit 
of her children. Under the pertinent provi- 
sions of the Code and Treasury regulations, 
gifts of Treasury notes issued prior to 
March 1, 1941, by nonresident aliens were 
exempt from the gift tax.* One half of the 
notes was sold within a week of their in- 
corporation in the trust, and the remaining 
half was sold within eight months after the 
original investments were made. 


After the Treasury notes were sold by 
the trustee, they were replaced by nonex- 
empt securities which yielded a higher income. 

The Tax Court and the Second Circuit 
Court of Appeals upheld the Commissioner’s 
assessment of a gift tax against the taxpayer. 





2431 USC 750; Regulations 108, Section 86.2. 
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They held that the conversion of the stocks 
and bonds to Treasury notes, the transfer 
of such notes in trust, the sale of the notes 
and the reinvestment of the proceeds into 
higher income-producing securities were all 
part of one planned transaction to obtain 
the gift tax exemption afforded by the stat- 
ute. The courts ruled that in order to 
secure the exemption, the donor had to 
make a “true investment” in tax-exempt 
securities, and not simply a temporary trans- 
fer for the purpose of avoiding the gift tax. 


In the Harris case [CCH Dec. 16,365], 10 
TC —, No. 99, decided by the Tax Court on 
April 30, 1948, the taxpayer, a nonresident 
alien, transferred to her husband moneys on 
deposit in a New York bank. The taxpayer 
contended that the transfer was exempt 
from the gift tax under Section 863 (b) of 
the Code. She claimed that under that sec- 
tion the moneys which she had “on deposit” 
were presumed to be without the United 
States. Both the estate and gift tax provi- 
sions of the Code are applicable, in the case 
of a nonresident alien, only to transfers of 
property situated within the United States. 
The gift tax chapter of the Code contains no 
provision similar to Section 863 (b), which 
relates to the estate tax. However, the tax- 
payer contended, the gift and the estate tax 
provisions of the Code should be read to- 
gether so that “property within the United 
States”, means the same in each. 


The Tax Court upheld the Commissioner’s 
determination that the transfer was subject 
to the gift tax. Holding that the failure of 
Congress to incorporate a corresponding 
863 (b) provision in the gift tax sections of 
the Code could not be attributed to over- 
sight, the court refused to read an exception 
into the gift tax law. 


Legislative Activities 


In February, 1948, the Treasury Depart- 
ment recommended certain technical revi- 
sions of the Code.” Several of these recom- 
mendations affect the field of foreign 
transactions. 


The Treasury recommended that there be 
allowed against the estate tax a credit for 
foreign estate or inheritance taxes paid in 
respect to property included in the gross 
estate, which will be comparable to the for- 
eign tax credit now allowed for income tax 
purposes. The House Ways and Means 
Committee tentatively agreed with this 
recommendation, but Congress has taken no 
further action. 





25 See 485 CCH { 6090. 
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The second Treasury recommendation is 
as follows: 

“(a) It is recommended that the present 
provision of Section 131 (f) (1) of the Code 
be amended so as to permit the foreign tax 
credit to a domestic corporation with respect 
to taxes paid by a foreign subsidiary, even 
though the domestic corporation owns less 
than a majority of the voting stock of the 
foreign corporation, provided it owns 20 
percent of the stock of such corporation and 
provided also that the business of the for- 
eign subsidiary is a direct and integral part 
of the domestic corporation. 

“(b) It is recommended that a period of 
limitation of seven years (in lieu of the 
present shorter period) be allowed to a tax- 


payer claiming a foreign tax credit, in which. 


to claim an increased credit by reason of an 
increase in the amount of the foreign tax.” 

The Ways and Means Committee tenta- 
tively agreed to the above recommendation, 
except that it stipulated that (a) should 
contain no limitation in lieu of the twenty 
per cent, and that the last provision of (a) 
be eliminated. 

Under Section 131 (f) (1) as now consti- 
tuted, the domestic corporation, in order to 
obtain the foreign tax credit, must own “a 
majority of the voting stock of a foreign 
corporation from which it receives dividends.” 

In April, 1948, the staff of the Joint Com- 
mittee on Internal Revenue Taxation’recom- 
mended to the House Ways and Means 
Committee certain technical amendments to 
the Code, not mentioned in the Treasury 
Department recommendations.” The staff 
made the following proposals: 


(1) The exemption of capital gains on 
transactions of nonresident aliens physically 
present in the United States should be re- 
moved if such transactions are consummated 
within the United States. 

(2) Foreign holding companies should be 
permitted to liquidate at any time prior to 
July 1, 1949. In the case of such liquidation, 
any gain representing the earnings of the 
corporation for the year of liquidation should 
be taxed to the stockholders as ordinary in- 
come and any remaining gain should be 
taxed to the stockholders as capital gains. 

As to this latter recommendation, which 
the committee passed over, Section 115 (c) 
of the Code provides that upon any dis- 
tribution, in partial or in complete liquida- 
tion, by a foreign corporation which, with 
respect to any taxable year beginning on or 
before and ending after August 26, 1947, was 
a foreign personal holding company, and 





26 See 485 CCH {| 6123. 
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with respect to which a “United States 
group” existed after August 26, 1947, and 
before January 1, 1938, the gain recognized 
as resulting from such distribution shall be 
considered as a gain from the sale or ex- 
change of capital assets held for not more 
than six months. 


As of the date of the writing of this article, 
Congress has enacted no legislation with 
respect to any of these recommendations. 


Withholding Tax 


Under a new act of Congress,” withhold- 
ing applies on or after January 1, 1948, with 
respect to wage and salary payments to citi- 
zens and residents while outside the United 
States, except as to remuneration paid (1) 
for services for an employer (other than the 
United States) performed by a citizen of the 
United States, if it is reasonable to believe 
that during the entire calendar year the 
employee will be a bona fide resident of a 
foreign country or countries; or (2) for 
services for an employer performed within a 
possession of the United States by a citizen 
of the United States, if it is reasonable to 
believe that at least eighty per cent of the 
remuneration to: be paid the employee by 
the employer during the calendar year will 
be for such services.* 

Generally, under the old law, an employer 
had to make no withholding of income tax 
on any wages paid for services by a United 
States citizen or resident while outside the 
United States if the major part of the serv- 
ices for a calendar year had to be performed 
outside the United States. 

On November 25, 1947, the Treasury De- 
partment issued a special ruling in the form 
of a letter to R. L. Garner, vice-president of 
the International Bank.” In that com- 
munication, it was ruled that interest on 
bonds of the bank paid to nonresident alien 
individuals and foreign corporations not en- 
gaged in trade or business in the United 
States is not subject to taxation as income 
from sources within the United States, and 
is not subject to withholding. 

In February, 1948, the Bureau ruled that 
the increment on Treasury bills issued at a 
discount constitutes interest which, when 
paid to a nonresident alien individual or a 
nonresident foreign corporation, is subject 
to withholding of income tax at the source.” 





77P. L. 384, approved August 8, 1947. 

28 See 485 CCH { 6056. The Regulations have 
been amended to reflect P. L. 384. ‘Regulations 
116. Section 45.102 (h) (2).) 

2° See 474 CCH ff 6276. 

%*TI. T. 3889, Internal Revenue Bulletin, Feb- 
ruary 9, 1948, p. 6. 
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In March, 1948, the Bureau published-the 
ruling that withholding agents in the United 
States could release directly to the French 
Government, or to the Bank of France as 
agent of that government, United States in- 
come taxes withheld at the source from in- 
terest and dividends which became due and- 
payable on and after July 6, 1947, to the 
French Government." On _ that date, 
American securities owned by certain French 
nationals were seized by the French Gov- 
ernment. The Bureau held that the French 
Government was entitled to this money 
under Section 116 (c) of the Code, which 
exempts from the federal income tax the in- 
come of foreign governments from stocks, 
bonds and other domestic securities. 


Other Cases and Rulings 


The Freudmann case, supra, posed the ad- 
ditional question of whether income earned 
in a foreign country whose restrictions pre- 
clude its removal constitutes taxable income 
to a resident United States taxpayer. In 
that case, the Commissioner had levied a tax 
on the distributive shares of the partnership 
income of the taxpayers, members of a 
Canadian partnership, despite the fact that 
transfer of such shares to the United States 
was prohibited by the Canadian Government. 


The taxpayers were on the cash basis. 
Code Section 42 provides that earnings 
“shall be included in the gross income for 
the taxable year in which received by the 
taxpayer.” The Regulations provide that 
to constitute receipt, the income must be set 
apart “without any substantial limitation or 
restriction as to the time or manner of pay- 
ment.” * However, Code Section 182 pro- 
vides that a partner’s net income shall 
include his “distributive” share of the part- 
nership income “whether or not distribution 
is made to him.” 


The court: regarded the taxpayers’ in- 
ability to spend their Canadian earned dol- 
lars in the United States as not precluding 
the taxability of those dollars. The Court 
held that the Code section concerning part- 
nerships, rather than the general provisions 
with respect to receipt of income, was con- 
trolling. Accordingly, the Tax Court affirmed 
the Commissioner’s action. 


The Oak Commercial Corporation decision 
[CCH Dec. 16,138], 9 TC 947, decided by 
the Tax Court in November, 1947, also in- 
volved the question of income not reduced to 





317, T. 3897, Internal Revenue Bulletin, March 
22, 1948, p. 9. 


Regulations 111, Section 29.42-2. 
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possession. In that case, the Tax Court held 
a foreign corporation, owned and controlled 
by residents of Switzerland, taxable for divi- 
dends on securities registered in the names 
of United States brokers. The dividends 
had been paid to the brokers, who refused 
to pay the dividends to the foreign corpora- 
tion until it- submitted proof of its owner- 
ship. The court held that the dividends had 
been constructively received by the corporation 
and accordingly constituted taxable income. 


In the court’s opinion, the taxpayer had 
failed to establish that there was any sub- 
stantial limitation or restriction as to the 
time or manner of payment, under the regu- 
lations concerning constructive. receipt of 
income discussed in the Freudmann case. 
The court took the view that the brokers 
had not denied liability but had “set apart” 
the dividends to whoever was the owner, 
that the funds could be drawn upon by the 
taxpayer at any time if it was the owner, 
and that the dividends were “made avail- 
able” to the taxpayer whenever it identified 
itself as the owner. The taxpayer could not 
establish to the satisfaction of the court that 
it was not within its power to have made 
such disclosure as the brokers required. 


In Kern Oil Company [CCH Dec. 16,193], 
9 TC 1204, decided by the Tax Court on 
December 31, 1947, the taxpayer, a British 
corporation, was in the business of produc- 
ing oil and operating gas stations in the 
United States. In 1941, it had paid British 
income taxes, imposed on the annual profits 
accruing to every British corporation. 


The question before the Tax Court was 
whether the Commissioner was correct in 
his deduction of a portion of the British in- 
come taxes from the taxpayer’s gross income 
from oil properties in computing the limita- 
tion on percentage depletion contained in 
Section 114 (b) (3) of the Code. That sec- 
tion provides that the percentage depletion 
allowance shall not exceed fifty per cent of 
the taxpayer’s net income from the property, 
computed without any allowance for deple- 
tion. The Bureau’s regulations issued there- 
under provide that in computing net income 
for the purpose of computing the percentage 
depletion allowance, the taxpayer may make 
those deductions which are “attributable to 
the mineral property.”™ The Tax Court 
affirmed the Commissioner’s action, and held 
that the British taxes were overhead ex- 
penses “attributable to the mineral prop- 
erty”; they had been paid as a direct 
consequence of the taxpayer’s business. 





33 Regulations 111, Section 29.23 (m)-1(g). 
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War Loss Benefits 


In the Schnur case [CCH Dec. 16,293], 10 
TC 208, decided by the Tax Court on 
February 4, 1948, the issue presented was 
whether a resident alien, who was a United 
States taxpayer, was entitled to take advan- 
tage of the war loss provisions of Code Sec- 
tion 127. The Tax Court held that the 
section was intended to benefit all taxpayers, 
including resident aliens. 

The Commissioner has acquiesced in the 
Schnur decision.™ 

In the John H. Chapman case [CCH Dec. 
16,049], 9 TC 619, decided on October 9, 
1947, the Tax Court held that an employee 
of the League of Nations who was tem- 
porarily residing in this country was subject 
to income tax. The taxpayer did not qualify 
for an exemption under Code Section 116 
(h) because (1) he was not an employee of 
a foreign government, (2) he could not show 
any basis for reciprocal exemption and (3) 
he was not an employee of one of the inter- 
national organizations designated by the 
President for 116 (h) exemption privileges. 

Under Code Section 3804 (a) (2), the 
period of time after December 6, 1941, dur- 
ing which an individual is continuously out- 
side the Americas shall not be counted in 
computing interest owing to persons en- 
titled to tax refunds. Under Code Section 
3771, taxpayers entitled to tax refunds are 
also entitled to interest from the date of 
overpayment to a date preceding the date of 
refund check by not more than thirty days. 

In the Tree case [48-1 ustc 7 9164], 75 
F. Supp. 467, decided by the Court of Claims 
on February 2, 1948, a nonresident alien 
brought suit to recover interest due it under 
a Court of Claims judgment on account of 
overpayment of federal income taxes. The 
court held that Code Section 3804 limits 
Code Section 3771. Accordingly, it would 
not allow the nonresident interest (six per 
cent) on the overpayment for such period of 
time as he was outside the Americas after 
December 6, 1941. 


Exemption of ‘‘Earnings’’ 

Under Code Sections 212 (b) and 231 (d), 
“earnings” are not included in the gross in- 
come of nonresident alien individuals and for- 
eign corporations, and are exempt from taxes.* 





* Internal Revenue Bulletin, July 26, 1948, 
p. i. 

% These Code sections were amended by the 
provisions of P. L. 514, approved May 4, 1948. 
On August 19. 1948, the Bureau caused to be 
published in the Federal Register of that date 
proposed amendments to the regulations which 
will reflect P. L. 514. (See 485 CCH { 6211.) 





“Earnings” are defined as follows: (1) 
earnings derived from the operation of a ship 
or ships documented under the laws of a 
foreign country which grants an equivalent 
exemption to citizens of the United States 
and to corporations organized in the United 
~States; (2) earnings derived from the op- 
eration of aircraft registered under the laws 
of a foreign country which grants an equiva- 
lent exemption to citizens of the United 
States and to corporations organized in the 
United States. 


In July, 1948, the Bureau announced that 
Singapore does not satisfy the equivalent- 
exemption provision of the above sections.” 


Traveling Expenses 


On August 31, 1948, the Tax Court de- 
cided in the Carranza case [CCH Dec. 
16,556], 11 TC —, No. 33, that a citizen of 
Mexico who maintained a residence there 
was not permitted to deduct as traveling 
expenses, under Code Section 23 (a) (1) (A), 
the cost of meals and lodging in New York, 
where he was employed. Holding that 
traveling expenses may be incurred only 
while the taxpayer is away from his princi- 
pal place of business, the court found that 
the taxpayer’s only place of business in the 
tax year in question was New York. Ac- 
cordingly, the expenses incurred were per- 
sonal and not deductible. The court also held 
that nothing in the Code requires that a “non- 
resident alien employed in the United States 
be granted a more liberal treatment with re- 
gard to the deductibility of personal expenses” 
than that granted a United States citizen. 


The Bureau has recently ruled that mili- 
tary bases leased by the United States from 
a foreign country for a term of years do not 
constitute possessions of the United States 
within the meaning of Section 251 of the 
Code. Under Section 251, citizens of the 
United States and domestic corporations re- 
ceive special tax treatment with respect to 
income derived from sources within posses- 
sions of the United States.” 


The Bureau has also announced that a 
husband and wife, United States citizens, 
who are domiciled in the Philippine Islands 
may report in a separate return one half of 
their community income.” [The End] 





%T. T. 3913, Internal Revenue Bulletin, July 
12, 1948, p. 4. 


377. T. 3914, Internal Revenue Bulletin, July 
26, 1948, p. 21. 


%TI. T. 3916, Internal Revenue Bulletin, Au- 
gust 9, 1948, p. 17. 
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NEW ESTATE AND CGIFT TAX 
REGULATIONS 


ON NOVEMBER 6 THE COMMISSIONER ANNOUNCED THE PRO- 
POSED REGULATIONS FOR THE ESTATE AND GIFT TAX SEC- 
TIONS OF THE CODE. OBJECTIONS OR COMMENTS SHOULD 


BE FILED PRIOR TO DECEMBER 6, 1948 


By JAY O. KRAMER - - - - 


HEN the “do-nothing” Eightieth Con- 

gress passed the Revenue Act of 1948, 
it put into the law sweeping changes in the 
method of taxing decedents’ estates and 
inter-vivos gifts. The fundamental principle 
underlying the legislation is that the hus- 
band and wife shall constitute a unit for 
tax purposes. The entire bill, including its 
income tax features, represents an effort to 
equalize the tax burden between community- 
property and common-law states. 


The Commissioner of Internal Revenue 
has given notice, as required by the Admin- 
istrative Procedure Act, of proposed Estate 
and Gift Tax Regulations to carry into ‘effect 
the stated intent of Congress. In discussing 
these regulations, an attempt will be made, not 
to examine them section by section, but 
rather to point out some of the problems 
raised by the new law and to indicate the 
answers contained in the new Regulations. 


The major change in the estate tax law 
arises out of the new “marital deduction,” 
whereby a decedent may leave up to half 
his “adjusted gross estate” to his spouse 
free from estate tax.’ The concept of 
“adjusted gross estate” is new in estate 
tax law, and may be defined as the gross 
estate less those deductions allowed by 
Section 812(b) of the Internal Revenue Code.” 





1For purposes of this discussion, it will be 
assumed that the husband is the decedent and 
the wife the surviving spouse. 

2? These deductions include funeral and admin- 
istrative expenses, claims against the estate, 
liens against property included in gross estate, 
and amounts expended for support of depend- 
ents while the estate is being settled. They do 
not include charitable deductions, which are 
deducted to obtain ‘‘net estate.’’ 


. Estate and Gift Tax Regulations 


The new Regufations (Regulations 105, 
Section 81.74a) make it clear that the 
marital deduction is available to the estate 
of a decedent who was either a citizen 
or a resident of the United States at the 
time of his death. The status of the 
surviving spouse is immaterial. 


The same section of the Regulations 
clarifies what has hitherto been a moot 
point—how the marital deduction is affected 
by a common-disaster clause which pro- 
vides that the wife is presumed to survive. 
The uniform simultaneous death act in 
force in a number of states contains the 
rules of presumption in various contingencies. 
These presumptions will now be recognized 
by the Commissioner. That act also. pro- 
vides that the statutory presumptions do 
not apply where the will or other instrument 
expressly makes a contrary provision. It 
would seem, therefore, that a provision in 
a decedent’s will that his wife shall be 
deemed to survive him will be valid as 
the “applicable presumption of survivor- 
ship,” thus permitting a marital deduction.’ 


Computation 
of Marital Deduction 


In computing the marital deduction, the 
law specifically provides that it shall be 
an amount equal to the value of any prop- 
erty passing from the decedent to his spouse, 
to the extent that such interest is included 





’The tax advantage of such a provision in 
a husband’s will is obvious when the decedent 


has a large estate and his wife has little or no 
property. 
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in determining the value of the gross estate.‘ 
The new Regulations, in developing the statu- 
tory definition, make it clear that such property 
may pass by will, power of appointment, 
survivorship, insurance provision, life-time 
transfer, statutory dower or curtesy share.* 


More interesting is the development of 
the rules concerning trusts containing a 
power of appointment in the surviving 
spouse.® Since the enactment of the new 
law, the legal draftman has been somewhat 
at a disadvantage in preparing new wills to 
obtain the maximum marital deduction. The 
Regulations now set forth and explain five 
rules whereby such trusts may qualify, and 
thus answer some of the troublesome ques- 
tions. A few of these rules bear discussion. 


Frequency of Payments 


One rule requires that the income must 
be paid the widow “annually or at more 
frequent intervals.” The* Regulations now 
state that this requirement is met even in 
the event the will is silent, if the law of the 
jurisdiction would require payment annually 
or more frequently. 


A distinct correlation between qualifica- 
tion of a trust under these regulations and 
its income tax implications under Section 
162 of the Code is found in the Commissioner’s 
interpretation of the expression “payable 
annually or more frequently.” It is not neces- 
sary that the spouse actually receive the in- 
come as long as the unfettered right to 
require its distribution to her exists. 


Before passing from this phase of the 
discussion, we should mention one further 
aspect of the problem. The failure to pro- 
vide for the payment of the income to the 
spouse during the period of estate adminis- 
tration, prior to the setting up of the trust, 
will not disqualify the trust. A reasonable 
period of administration will be allowed. 


Amount of Income 


A second rule requires the spouse to re- 
ceive “all the income” from the corpus of 
the trust. It has been customary to give 
trustees broad discretion in determining 
what is income, what is corpus, and what 
expenses are allocable to each. The purpose 
has been to avoid litigation among bene- 
ficiaries. Recently draftsmen had become 
apprehensive that such a provision would 
disqualify a trust through failing to give 
the spouse “all the income.” The Commis- 





4 Section 812(e)(1)(A). 
5 Regulations 105, Section 81.47a (b)(1). 
* Regulations 105, Section 81.47a (c). 


sioner has now set their minds at ease by 
stating that such administrative powers will 
not disqualify a trust, if a local court would 
impose reasonable limitations on their exercise. 


Power of Appointment 


A third rule deals with the general power 
of appointment given the spouse. Drafts- 
men did not know whether a provision for 
a gift over in the event such power was not 
exercised by the spouse would destroy the 
marital deduction. Under the Regulations, 
it is now safe to provide for a gift over, or 
to provide for the appointment by another 
person, if the spouse fails to exercise her 
power of appointment. 


On July 1, 1948, by House Joint Resolu- 
tion 429, Section 812(e)(1)(G) was amended 
and clarified to permit a marital deduction 
where insurance companies hold proceeds 
at interest under certain conditions. These 
five conditions, set forth in the Regulations,’ 
are similar to the trust provisions above. 
The first payment of interest must com- 
mence in thirteen months, corresponding 
roughly to the previously mentioned period 
of an estate in administration. 


Nondeductible Interests 


Nondeductible interest are defined in Sec- 
tion 81.47b as falling in several classes. The 
receipt of such interests by a spouse does not 
qualify for a marital deduction. Thus, a 
payment of executor’s commissions to a 
spouse which is otherwise deductible under 
Section 812(b) would be a “nondeductible 
interest.” Payment of a debt due the spouse 
from the decedent would fall in the same 
category. 

The most important group of nondeducti- 
ble interests are those defined as “termina- 
ble interests.” This expression requires some 
discussion as its meaning will undoubtedly 
be the subject of future tax litigation. 


If an interest in the property devised to 
the spouse passed at any time to any per- 
son other than the spouse, and if such per- 
son may enjoy any part of the property 
after the failure or termination of the spouse’s 
interest, the interest is terminable. An ex- 
ample is a joint bequest of property by a 
decedent to his wife and son, or to their 
survivor. Other examples given in the new 
Regulations are more complicated.* 


In determining whether an interest is ter- 
minable, the status of inter-vivos gifts in- 





* Regulations 105, Section 81.47a (d). 


*Example (ii) appears somewhat confusing, 
as phrased. See Section 81.47a (c). 
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cludible in an estate is to be considered as 
of the date of the decedent’s death. (See 
Example VI.) All the niceties of convey- 
ancing are thus brought into play. 


Exception , 


There is one exception to the terminable- 
interest rule. It permits the decedent to 
obtain a marital deduction even though the 
bequest to the wife is conditioned on her 
surviving him by six months and upon her 
not dying as a result of a common disaster 
in which the decedent died. If the spouse 
does not in fact die within six months or as 


a result of a common disaster, the marital - 


deduction is allowed. The wording both of 
the statute® and the regulation,” it is be- 
lieved, may cause future controversy. If 
the expression “died in a common disaster 
or within six months” had been used, no 
problem would arise. However, the present 
phrasing would disqualify a bequest if a 
widow died many months or even several 
years later as a result of physical injuries 
sustained in the accident in which the dece- 
dent had died. The Regulations provide 
that the final audit of a decedent’s return 
will be delayed as long as “there still is-a 
possibility” that the widow may also die 
from injuries received in the common disas- 
ter. Did Congress intend such an interpreta- 


tion? The Senate committee report indicates 


otherwise. 


A terminable interest purchased by the 
executor at the decedent’s direction—e.g., 
an annuity, a patent or a copyright—will not 
qualify for a marital deduction. However, 
a patent left by the decedent’s will to his 
wife (see Example VIII of Section 81.47d) 
does qualify. This distinction does not ap- 
pear logical, but the fault, if any, lies with 
the statute” and not with the Commis- 
sioner’s regulations.” 


Valuation of Interests Passing 


In valuiag the interest passing, including 
a remainder interest, the date of the dece- 
dent’s death is controlling. Existing incum- 
brances are to be deducted. Since the 
passage of the Revenue Act of 1948, attor- 
neys have prepared numerous wills wherein 
the widow is bequeathed “one half of the 
adjusted gross estate, as defined by Section 
812(e) of the Internal Revenue Code.” No 
further provision, however, is made in the 





® Section 812(e) (1) (D) (i). 

1% Regulations 105, Section 81.47b (d). 
1 Section 812(e) (1) (B) (iii). 

2 Regulations 105, Section 81.47b (e). 
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will for the payment of the federal or state 
inheritance taxes out of any other portion 
of the decedent’s estate. Such a testament- 
ary provision does not obtain the maximum 
marital deduction since Section 812 (e)(1)(E) 
provides that the effect those taxes have on 
the interest passing must be taken into 
account. The Regulations show how the 
wife’s interest and the marital deduction is 
reduced by the estate taxes payable. 


The marital deduction is limited to fifty 
per cent of the adjusted gross estate. There 
are complications. in computing this per- 
centage where the decedent resided in a 
community-property state but owned or 
acquired separate property. The new Regu- 
lations supply two examples of computations. 


The Regulations provide that in all cases 
the burden is on the executor to prove the 
right of the estate to the marital deduction.” 


Credit for Gift Tax 


The Regulations (Section 81.8) show by 
examples the additional complications in 
computing the credit for gift tax. These 
complications are caused by the possibility 
that the original gift was a “split gift” ™ 
and by the marital deduction claimed in the 
decedent’s estate. This situation gives rise 
to the thought, so often expressed, that the 
gift tax credit is inadequate and that more 
complete integration of the gift and inherit- 
ance taxes is necessary. Anyone struggling 
through the provisions for gift tax credit 
contained in the proposed Regulations will 
be easily convinced. 


Property Previously Taxed 


No deduction is allowed for property pre- 
viously taxed under amendments to Section 
812(c) where the property was received 
from a decedent who was the decedent’s 
spouse. The new Regulations do not elaborate 
on this provision. (Section 81.41(6)(C).) 


Where a decedent leaves his spouse prop- 
erty in excess of the maximum martial de- 
duction, even though that property is taxable 
in his estate, it will not escape taxation in 
her estate if she dies within five years. It 
is, perhaps, unfortunate that the Commis- 
sioner has not also explained this change 
directly in the proposed Regulations. A 
simple statement would have been helpful. 





13 Regulations 105, Section 81.47e. 


14 Either a gift from the husband to his wife, 
or a gift to a third party where the wife has 
consented to join in making the gift. 
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Gift Tax Regulations 


The major change in the gift tax law also 
arises from the creation of a new marital 
deduction. The underlying theory is to per- 
mit one half of any gift to be attributed to 
each spouse. At the same time, the tax treat- 
ment of gifts made by residents of community- 
property states has been restored to that in 
effect prior to the Revenue Act of 1942.% 


Where one spouse makes a gift to the 
other spouse, one half of the value may be 
allowed as a marital deduction, provided 
that the form of the gift meets with the 
statutory requirements. An individual is 


considered a spouse of another individual - 


only if he or she is married to the other 
individual at the time of the gift and did not 
remarry during the remainder of the cal- 
endar year. Both spouses must be either 
citizens or residents of the United States at 
the time of the gift. 


Consent 


Under Section 1000 (f) of the Code the 
marital deduction in the case of gifts to a 
third party is available only if both spouses 
consent; such consent applies to all gifts to 
third parties during the calendar year by 
either spouse while the spouses are married 
to each other. The Regulations” provide, 
however, for four situations in which the 
consent is not effective: 


(1) Gifts made at a time during the cal- 
endar year when the spouses were not mar- 
ried to each other. 


(2) Gifts made at a time during the cal- 
endar year when either spouse was a non- 
resident alien. 


(3) Gifts in which the donor-spouse gave 
his spouse a power of appointment over the 
property interest. 


(4) Gifts in which it was not possible to 
ascertain, at the time of the gift to the third 
party, the interest transferred. 


The Regulations further provide for the 
manner and time of signifying consent with 
respect to any calendar year.” Many tax 
practitioners expected the Bureau to issue 
a special form on which to signify consent. 
However, no such form is required. If both 
spouses file gift tax returns (Form 709), it 
is sufficient that one signifies consent on his 
return and the other on her return, or that 
both signify consent on one return. If only 
one spouse files a return, the consent of both 
spouses must appear on that return. The 





18 Regulations 108, Section 86.2(c). 
% Regulations 108, Section 86.3a(a). 
1 Regulations 108, Section 86.3a(b). 
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consent must be given prior to March 15 
following the end of the calendar year and 
before a notice of deficiency is sent. 


Marital Deduction for Gifts 


A marital dedtiction is allowed in an 
amount equal to one half of the value of a 
gift made to a wife. If the transfer was 
made in trust, five conditions,” identical to 
the conditions contained in the Estate Tax 
Regulations,” must be met. The same require- 
ments for payment of “all the income an- 
nually or at more frequent intervals” have 
received like interpretation in the Gift Tax 
Regulations, as, for example, the question of 
administrative control by the trustee. 


The Gift Tax Regulations, in discussing 
the terminable-interest rule,” also distin- 
guish between an interest in property and 
the underlying property itself. Future events 
will determine whether or not, in some in- 
termediate cases, this is a distinction with- 
out a difference. The problem is important 
in deciding whether another person has an 
interest in property which he may enjoy 
after the failure or termination of the wife’s 
interest in the same property. In such event 
no marital deduction is allowed. The Regu- 
lations are largely a repetition of the Estate 
Tax Regulations previously discussed. 


One situation treated by the Gift Tax 
Regulations - which has no corresponding 
provision in the Estate Tax Regulations is 
the donor’s retention of an interest in the 
property transferred.” If the donor retains 
an interest in the property and, by reason 
thereof, either he or his heirs or assigns 
may possess or enjoy any part of the prop- 
erty on the wife’s death, no marital deduc- 
tion is allowed. However, if the property 
interest is transferred to the wife as joint 
tenant or as tenant by the entirety, the fact 
that the husband may survive the wife or 
may sever the tenancy will not destroy the 
marital deduction. Obviously, this sittiation 
could not be created by a last will; conse- 
quently, no corresponding estate tax provi- 
sion is required. 


Gift of Community Property 


Where -spouses residing in community- 
property states may own or acquire separate 
property by inheritance, partition or “con- 
version,” a marital deduction is allowed on 
gifts of such separate property under Sec- 





18 Regulations 108, Section 86.16b. 

1%” Regulations 105, Section 87.47a(c). 
2 Regulations 108, Section 86.16b(a). 
21 Regulations 108, Section 86.16b(c). 
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tion 1004 (a) (3) (F). The Regulations set 
up a formula ™ to compute the amount of the 
marital deduction where the two spouses 
acquired property of different values at the 
time of “conversion.” Where the separate 
property acquired by each spouse is of equal 
value, it is treated by the Gift Tax Regula- 
tions as if it weré community property. 


Who Must File Return 


In cases of gifts to third parties, the Reg- 
ulations * provide that either or both spouses 
must file a gift tax return, even though no 
tax is payable on the gift because of the 
marital deduction, if he or they would have 
had to file a tax return without the benefit 
of a marital deduction. Thus, a gift of $5,000 
by the husband to a son requires a tax re- 
turn by the husband even if the wife con- 
sents; but if the wife made no other gift 


to the son, she would not be required to file 


a return. However, as previously pointed out, 
she will then be required to signify her con- 
sent to the joint gift on the husband’s return. 


The new Regulations do not state specif- 
ically whether a return is required when a 
husband makes a gift to his spouse in an 
amount between $3,000 and $6,000. The new 
subsection (b), as stated, applies specifically 
only to gifts to third parties made under 
Section 1000 (f). A return is required of the 
donor under Section 1006 (a), it would seem, 
when a gift is made by a husband to his 
wife in any amount over $3,000. That section 





22 Regulations 105, Section 86.16c(b). 
23 Regulations 108, Section 86.20. 


requires a return for any transfer by gift 
except those not required to be included 
under Section 1003. Section 1003(b)(3) ex- 
cludes only the first $3,000. The marital de- 
duction for a gift to a spouse is a deduction 
(not an exclusion) allowed under Section 
1004 (a) (3). The proposed regulation might 
have made this clear. 


The Regulations provide that the actual 
donor must be signified in all gifts to third 
parties.™ 


Payment of Joint Tax Liability 


The Commissioner has also amended the 
Regulations™ to state that either spouse 
may pay all or part of their joint and several 
tax liability shown on a joint income tax re- 
turn without treating the payment as a gift. 
The same rule applies to the payment of gift 
tax where both spouses have consented to 
a gift under Section 1000 (f) of the Code 
since the liability of the spouses is joint and 
several.” 


Conclusion 


The new amendments to the Estate and 
Gift Tax Regulations represent a conscien- 
tious effort on the part of the Commissioner 
to carry into effect the Congressional intent 
expressed in the Revenue Act of 1948. 


[The End] 





24 Regulations 108, Section 86.21. 
2% Regulations 108, Section 86.2(a). 
26 Regulations 108, Section 86.34. 








DEDUCTION OF EXPENSES ‘‘WHILE AWAY FROM HOME” 


Under the state income tax North Carolina has adopted an inter- 
esting policy in connection with the troublesome question of deducting 
expenses “while away from home.” Railroad men are permitted to 
take credit for room rental fees of one dollar per night and for meals 
at seventy-five cents each while away from home. These allowances 
are for those who do not keep records. Those who have accurate 
records of their expenses, however, are permitted the full deduction 
if reasonable in amount. Formerly a flat deduction of $300 for a 
married man and $150 for a single man was allowed. 
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FEDERAL TAX SUITS 


in State Courts 


By SENECA B. ANDERSON . .. OF ROBBINS, NOYES & JANSEN, BOSTON 


JURISDICTION OF STATE COURTS TO ENFORCE ORDINARY 
CLAIMS AGAINST THE GOVERNMENT IS WELL SETTLED, 


BUT TAX CLAIMS ARE NOT ORDINARY CLAIMS 


HE USUAL PROCEDURE followed 

by the representatives of the govern- 
ment in collecting taxes from a taxpayer 
who does not voluntarily pay the tax im- 
posed upon him, is either to distrain his 
property or to sue him in the appropriate 
United States District Court. The Internal 
Revenue Code provides for both of these 
remedies. 


In a number of cases, however, this pro- 
cedure has not been followed. Thus, where 
the taxpayer has died since the assessment 
of the tax, the government has on occasion 
filed a proof of claim with the probate court 
having jurisdiction of the decedent’s estate, 
and has sought to enforce collection of its 
tax in the tribunals of the state.” 


The jurisdiction of state courts to enforce 
ordinary claims of the government, whether 
against a debtor,? against the estate of a 
decedent*® or in receivership proceedings,‘ 
is too well settled to be questioned. Tax 
claims, however, are not ordinary claims. 
They arise only by virtue of the statutes of 
the United States contained in the Internal 
Revenue Code. Section 3713 of the Internal 
Revenue Code provides for the collection 
of taxes by distraint. Section 3744, con- 
tained in subchapter E entitled “Suits by 





1U, 8S. v. Embrey, 199 So. 41 (Fla.); Matter 
of Gellatly, 283 N. Y. 125, 27 N. E. (2d) 809; 
In re Bird’s Estate, 2 N. Y. S. 532; In re Thomp- 
son’s Estate [42-2 ustc { 9666], Orphan’s Court, 
Montgomery County, Pa. Cf. Berrymount 
Land Company v. Davis Creek Land & Coal 
Company, 110 W. Va. 305, 158 S. E. 651, in 
which the United States intervened as a cred- 
itor for taxes in a creditor’s bill brought in the 
state court. 

2 Cotton v. U. 8.,52 U. S. 228. 

3U, S. v. Summerlin [40-2 ustc { 9633], 310 
U. S. 414. 

*U. 8S. v. Commissioner of Banks, 254 Mass. 
173. 


the United States,” gives to the United 
States the right to sue for taxes which are 
not paid. This section provides as follows: 


“§$ 3744. Suits for taxes. Taxes may be 
sued for and recovered in the name of the 
United States in any proper form of action, 
before any district court of the United 
States, for the district within which the 
liability to such tax is incurred, or where 
the party from whom such tax is due resides 
at the time of the commencement of said 
action.” 


This statute is in marked contrast to 
subsection (c) of the succeeding section, 3745, 
entitled “Suits for fines, penalties and for- 
feitures” : 

“3745(c). Plaintiff, proceedings, and venue. 
—All suits for fines, penalties, and for- 
feitures, where not otherwise provided for, 
shall be brought in the name of the United 
States, in any proper form of action, or 
by any appropriate form of proceeding qui 
tam or otherwise, before any district court 
of the United States, for the district within 
which said fine, penalty, or forfeiture may 
have been incurred, or before any other court 
of competent jurisdiction.” (Italics supplied.) 


Section 3744 also contrasts with Section 
3746, entitled “Suits for recovery of erroneous 
refunds” : 

“3746(a). Refunds after limitation period.— 
Any portion of an internal revenue tax (or 
any interest, penalty, additional amount, or 
addition to such tax) refund of which is 
erroneously made, within the meaning of 
section 3774, may be recovered by suit 
brought in the name of the United States, 
but only if such suit is begun within two 
years after the making of such refund.” 


It seems clear that where a statutory 
right is created and the statute provides the 
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means for its enforcement, that means for 
enforcement is the exclusive one. 


Thus, in International Paper Company v. 
Commonwealth; the Supreme Judicial Court 
of Massachusetts, which was interpreting 
a state statute giving an aggrieved taxpayer 
a remedy from a state tax, said: 


“Where a remedy is created by a statute 
and the time within which and the method 
according to which it must be pursued are 
prescribed as conditions under which it can 
be availed of, the court has no jurisdiction 
to entertain proceedings for relief begun 
at a later time or prosecuted in a different 
method.” 


Many federal statutes similar to Section 
3745(c) expressly confer jurisdiction on a 
United States District Court or “any other 
court of competent jurisdiction.” 


Thus, the Fair Labor Standards Act,® 
under which an employee who is paid less 
than the minimum wage is granted a right 
of action against his employer, provides ex- 
pressly that suit may be brought “in any 
court of competent jurisdiction.” 


Similarly, the Emergency Price Control 
Act of 1942," which gives a right of action, 
among others, against a landlord who charges 
in excess of the maximum rent, provides 
that the action will lie “in any court of 
competent jurisdiction.” 


Suits under these statutes have been held 
to lie either in the federal or the state courts.’ 

On the other hand, from time to time 
Congress has enacted statutes with sub- 
stantially the same wording as is found 
in Section 3744. Typical of these statutes 
are those dealing with the antitrust laws. 
Thus, the Clayton Act”® provides as follows: 


“815. Suits by persons injured; amount 
of recovery.—Any person who shall be in- 
jured in his business or property by reason 
of anything forbidden in the antitrust laws 
may sue therefor in any district court of 
the United States in the district in which 
the defendant resides or is found or has 
an agent, without respect to the amount in 
controversy, and shall recover three fold 
the damages by him sustained, and the cost 
of suit, including a reasonable attorney’s fee.” 

Similarly, the Sherman Antitrust Act” 
provides: 





5 232 Mass. 7, 10. 

6 29 USCA Section 216. 

750 USCA App. Section 925. 

8 Adams v. Long, 65 F. Supp. 310; Forsythe v. 
Central Foundry Company, 240 Ala. 277, 198 So. 
706; Kersting v. Hardgrove, 48 Atl. (2d) 309 
(N. J.). 

®15 USCA Section 15. 

1015 USCA Section 4. 
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“§ 4. Jurisdiction of courts; duty of district 
attorneys; procedure—The several district 
courts of the United States are invested 
with jurisdiction to restrain violations of 
section 1-7 and 15 of this title.” 


It has been held repeatedly that these 
and similar provisions in the Clayton Act 
and the Sherman Act confer jurisdiction 
on the United States District Court only, 
and that suits to recover damages allowed 
by these statutes may not be brought in 
state courts. In General Talking Pictures 
Corporation v. De Marce™ the plaintiff 
brought suit in a state court for recovery 
on a note. The defendant, by way of 
counterclaim, alleged that he was entitled 
to the treble damages provided by the 
Clayton Act. The court, in dismissing the 
counterclaim, said that this section had been 
widely construed by both state and federal 
courts to vest exclusive jurisdiction of issues 
arising under it in the federal courts alone. 

Similarly, in General Investment Company v. 
Lake Shore Railway,’ a plaintiff who was 
a stockholder in the defendant railway com- 
panies brought suit in the state court to 
enjoin a proposed merger, on the ground 
that it was illegal since it would violate the 
Sherman Antitrust Act. The suit was re- 
moved to the federal District Court, and 
reached the United States Supreme Court 
on appeal. The question raised was whether 
the state court had jurisdiction of the suit 
when it was commenced. 


The statute provided: 


any person, firm, corporation, or 
association shall be entitled to sue for and 
have injunctive relief, in any court of the 
United States having jurisdiction over the 
parties, against threatened loss or damage 
by a violation of the antitrust laws.” 


The Court said: 


“This section undoubtedly enlarges the 
remedies provided in the Sherman Antitrust 
Act to the extent of enabling persons and 
corporations threatened with loss or damage 
through violations of that act to maintain 
suits to enjoin such violations, save in the 
instances specified in the proviso. This 
right to sue, however, is granted in terms 
which show that it is to be exercised only 
in a ‘court of the United States’. This suit 
was brought in a state court, and, in so 
far as its purpose was to enjoin a violation 
of the Sherman Antitrust Act, that court 
could not entertain it. The situation was 
the same in respect to the purpose to enjoin 





11 279 N. W. 753 (Minn.). 
12 260 U. S. 261. 
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a violation of the Clayton Act.” 
supplied.) 


(Italics 


From the above cases, it is clear that 
where a federal statute expressly grants 
jurisdiction of a suit to a United States 
District Court on a right created by virtue 
of a federal statute, and does not contain 
any language indicating that jurisdiction is 
also granted to state courts or “courts of 
competent jurisdiction,” jurisdiction con- 
ferred upon the United States District Court 
is exclusive. 


This is the situation with respect to suits 
for federal taxes. While there can be little 
doubt of the jurisdiction of a state court 
over suits for fines, penalties and forfeitures 
under the Internal Revenue Code, in view 
of the wording of Section 3746(c), suits for 
taxes are governed by Section 3744. 


The legislative history of Section 3744 
indicates that Congress deliberately con- 
fined jurisdiction of tax claims to the federal 
courts. Earlier legislation had expressly 
given concurrent jurisdiction to state courts.” 
Section 3744 was first enacted in its present 
form in 1866. This Congress, the first after 
the Civil War, may well have had reason 
for not entrusting the collection of the 
revenues of the United States to any but 
federal judges. 


In spite of Section 3744, the government 
has assumed that it can enforce tax claims 
before probate courts. G. C. M. 9991™ sets 
forth the method recommended for collect- 
ing a federal tax from the estate of a 
decedent. It is there advocated that notice 
and demand be served on the executor or 
administrator, but the practice of filing 
formal claim with the probate court is dis- 
couraged in all but exceptional cases since 
such a claim may constitute the institution 
of suit in the state court. Nowhere, how- 
ever, does the memorandum question the juris- 
diction of a state court to enforce such a claim. 


In the several reported cases in which the 
United States has enforced its tax claims in 
a state court, no one has raised the ques- 
tion of jurisdiction ™ and no court appears 
to have considered the effect of Section 3744 
of the Internal Revenue Code. Typical of 
the reported cases is Matter of Gellatly,” 
in which the New York Court of Appeals said: 


“The right of the United States Govern- 
ment to bring proceedings for the settle- 





13 See Claflin v. Housman, 93 U. S. 130, 140 
for review of earlier legislation. 

14 [484 CCH { 1768H.296] XI-1 CB 135. 

1% See footnote 1, supra. 

16 Ibid. 
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ment of the accounts of the representative 
of a decedent in order to obtain payments 
of a claim for unpaid taxes or other in- 
debtedness is not disputed.” 


At least two of the United States Circuit 
Courts of Appeals have assumed, without 
expressly deciding, that federal tax claims 
were enforceable in state courts, though ap- 
parently neither court considered the effect 
of Section 3744. 


Thus, in U. S. v. People’s Trust and Sav- 
ings Company," the Seventh Circuit Court 
of Appeals ruled that a District Court erred 
in denying jurisdiction in an action brought 
by the United States against the executor 
of the estate of a deceased taxpayer to 
recover income taxes for years prior to the 
decedent’s death, although the estate was 
being administered in the probate court. 
The Circuit Court said that the two courts 
had concurrent jurisdiction, and that the 
United States District Court had no author- 
ity to relinquish its jurisdiction. 

In Lyman v. U. S..™ the First Circuit 
Court of Appeals also assumed that a state 
court had jurisdiction over a federal tax 
claim, or at least failed to rule that the state 
court did not have such jurisdiction. The 
United States sued the executors of Jesse P. 
Lyman for four different taxes due from the 
decedent or his estate. Count one was for 
the last two installments of 1930 income tax. 
The tax was assessed more than six years 
before suit was commenced and was barred 
by the federal statute of limitations.” The 
United States District Court, after an earlier 
appeal to the United States Circuit Court 
of Appeals,” dismissed this count “with 
prejudice to any action that may 
hereafter be commenced, but without preju- 
dice to the right of the plaintiff to prosecute 
any other timely proceeding upon the same 
subject matter now pending in another 
court.” The Circuit Court of Appeals 
affirmed this action of the District Court 
in a per curiam opinion. The United States 
Supreme Court denied certiorari.™ 


The behind-the-scenes facts which do not 
appear in the opinions of the Circuit Court 
of Appeals are these: * 


Jesse P. Lyman died in 1931 after paying 
two installments of the 1930 income tax 
assessed against him. His executors quali- 
fied in October of 1931. In January of 1933 


17 [38-2 ustc 7 9365] 97 F. (2d) 771. 

18 [43-2 ustc | 9645] 138 F. (2d) 508. 

19 Code Section 276 (c). 

20 [42-1 ustc {| 9229] 125 F. (2d) 67. 

21 320 U. S. 800. 

22 Probate Court of Middlesex County, Massa- 
chusetts, Docket No. 185646. 
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they represented his estate as probably in- 
solvent, and the probate court appointed 
commissioners in insolvency to make a list 
of the allowed claims against the estate. 
They allowed all of the claims on which 
the government subsequently sued in the 
federal court. The executors took no appeal 
from the commissioners’ report to the 
Massachusetts Superior Court, but the re- 
port had never been confirmed by the 
probate court. 


Subsequent to the decision in Lyman v. 
U. S., supra, the executors were surcharged 
for approximately two hundred thousand 
dollars, which was paid into the estate in 
November, 1947.% The surviving executor 
then brought a petition in the probate court 
to declare the estate solvent and to modify 
the commissioners’ report by striking, out 
the allowance of the government’s claim for 
1930 taxes. This was based on the theory 
that the commissioners lacked jurisdiction 
of the claim for two reasons: (1) no state 
court has jurisdiction of a federal tax claim; 





23 See Jose v. Lyman, 316 Mass. 271. 


and (2) under the Massachusetts statute, 
the commissioners did not have jurisdiction 
of any claim on which no suit had been 
filed within one year after the executors 
qualified and filed their bond. 


On June 29, 1948, the probate court, with- 
out specifying its reasons, entered a decree 
modifying the commissioners’ report by 
striking out the government’s claim for 1930 
taxes. From this decree the goyernment 
has appealed. Thus, for the first time, when 
this case is decided by the Supreme Judicial 
Court of Massachusetts, there may be a 
reported decision interpreting Section 3744. 
This case, when finally decided, should 
either ratify the practice of filimg federal 
tax claims in state courts or definitely end 
it, unless the decree below is affirmed on 
other grounds. In the absence of authorita- 
tive judicial sanction by, a court which 
considers the effect of Section 3744, the 
government would be well advised to re- 
frain from attempting to enforce: its tax 
claims in any but the federal courts. 


[The End] 


TAXES’ ETERNAL TRIANGLE 


Taxes on personal incomes in _ states 
whose neighbors do not believe in such 
things always give rise to troublesome prob- 
lems for people who work in a state having 
an income tax but are domiciled in another 
state. Wisconsin has a sort of triple-threat 
statute, in that it takes into account domi- 
cile, permanent place of abode and the 
period of time spent within the state. 


A Wisconsin court recently ruled on the 
following provision of the tax law: 


“Every natural person domiciled in the 
State of Wisconsin, and every other natural 
person who maintains a permanent place of 
abode within the state, or spends in the 
aggregate more than seven months of the 
income year within the state, [is taxable].” 

The plaintiff in this case was able to 
satisfy the court on the question of domi- 
cile—that is, that he did not maintain a 
domicile in Wisconsin—and the court 
accepted his proof that he had no perma- 


nent abode within the state, even though 
he was employed in Milwaukee and spent 
most of his time between Monday and 
Friday there. During the three years in 
question under this action, however, the 
plaintiff kept detailed records of the time 
he spent outside the state—on week ends, 
vacation periods and holidays. The court 
ruled that the seven-month provision in 
the statute did not contemplate a detailed 
mathematical computation of the number 
of days spent in the state, but felt that 
“where one spends most of his ‘weekdays’, 
that is, from Monday to Friday (except 
vacation periods), in a place where he has 
all of his business activity, he thereby 
‘spends’ in the aggregate more than seven 
months of the income year within the 
state.” 


Thus, according to this decision but con- 


trary to popular belief, a man can be in 
two places at once! 


7 
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Xll 
Helvering v. Hallock 


Watch That Reverter! 


Tax Classics e e by Robert S. Holzman 





AS A YEAR draws to its close, people 
become gift-conscious, and there is author- 
ity older than Section 1000 of the Internal 
Revenue Code for concluding that it is more 
blessed to give than to receive. Folks ac- 
cordingly think ,of the plump, jolly man 
with the bulging bag; but tax men, who 
have long ceased to believe in Santa Claus, 
must perforce think of someone else in con- 
nection with gifts. Perhaps it will be Mary 
Q. Hallock. 


Doubtless, there are sceptics who believe 
that gifts are often prompted by the realiza- 
tion that what is not given away during the 
donor’s lifetime will be subject to estate tax 
upon his death, without the offsetting entry 
of gratitude. But suppose the donor is quite 
content to make a complete gift, subject only 
to the reservation that he will not see it 
disappear if his beneficiary predeceases him. 
A teen-aged youth, virgin to the razor, may 
die before his wealthy grandfather. May 
grandpa provide that the gift will revert to 
him if the beneficiary dies first? After all, 
in these atomic days, one never knows. 


In 1919, Henry Hallock entered into a 
separation agreement with his then wife, 
Anne Lamson Hallock, which provided, 
inter alia, that a trust fund should be set up 
for Mrs. H., the principal of which would 
be turned over to Hallock if she predeceased 
him, or to his surviving children. Mr. Hal- 
lock died before his first wife, and the Com- 
missioner included in his gross estate the 
securities underlying the trust with due 
allowance for the divorced wife’s age in the 
computation of the fair value of a life es- 
tate. But was this property still an asset 
of the decedent when there was such an 
element of contingency in the reverter? 


N JANUARY 29, 1940, Mr. Justice 
Frankfurter read the opinion of the United 
States Supreme Court:* “Neither here nor 





1 Helvering v. Mary Q. Hallock et al. [40-1 
ustc { 9208], 309 U. S. 106 (1940). 


below does the issue turn on the unglossed 
text of Section 302(c). In its enforcement, 
Treasury and courts alike encounter three 
recent decisions of this Court, Klein v. United 
States [2 ustc J 706], 283 U. S. 231, Helver- 
ing v. St. Louis [Union] Trust Co. [36-1 ustc 
{ 9005], 296 U. S. 39, and Becker v. St. Louis 
[Union] Trust Co. [36-1 ustc 9006], 296 
ie 5 Oe 


“We turn to the cases which beget the 
difficulties. In Klein v. United States, supra, 
decided in 1931, the decedent during his life- 
time had conveyed land to his wife for her 
lifetime, ‘and if-she shall die prior to the 
decease of said grantor then and in that 
event she shall by virtue hereof take no 
greater or other estate in said lands and the 
reversion in fee in and to the same shall 
in that event remain vested in said grantor, 

’, The instrument further provided, 
‘Upon condition and in the event that said 
grantee shall survive the said grantor, then 
and in that case only the said grantee shall 
by virtue of this conveyance take, have, and 
hold the said lands in fee simple,...’. The 
taxpayer contended that the decedent had 
reserved a mere ‘possibility of reverter’ and 
that such a ‘remote interest’, extinguishable 
upon the grantor’s death, was not sufficient 
to bring the conveyance within the reckon- 
ing of the taxable estate. This Court held 
otherwise. It rejected formal distinctions 
pertaining to the law of real property as 
irrelevant criteria in this field of taxation. . . 


“eT HE inescapable rationale of this deci- 
sion, rendered by a unanimous Court, 
was that the statute taxes not merely those in- 
terests which are deemed to pass at death 
according to refined technicalities of the 
law of property. It also taxes inter vivos 
transfers that are too much akin to testa- 
mentary dispositions not to be subjected to 
the same excise. By bringing into the gross 
estate at his death that which the settlor 
gave contingently upon it, this Court fas- 
tened on the vital factor. It refused to 
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subordinate the plain purposes of a modern 
fiscal measure to the wholly unrelated origins 
of the recondite learning of ancient property 
Les. sx 


“In Helvering v. St. Louis Trust Co., supra, 
the decedent had conveyed property in trust, 
the income of which was to be paid to his 
daughter during her life, but at her death, 
‘If the grantor still be living, the Trustee 
shall forthwith ... transfer, pay, and deliver 
the entire estate to the grantor, to be his 
absolutely.” But ‘If the grantor be then 
not living’ then the income was to be de- 
voted to the settlor’s wife if she were living, 
and upon the death of both daughter and 
wife, if he were not living, the trust prop- 
erty was to go to the daughter’s children, 
of if she left none, to the grantor’s next 
of kin. 


“In Becker v. St. Louis Trust Co., supra, 
the decedent had declared himself trustee 
of property with the income to be accumu- 
lated or, at his discretion, to be paid over 
to his daughter during her life. The instru- 
ment further provided that ‘If the said bene- 
ficiary should die before my death, then this 
trust estate shall thereupon revert to me 
and become mine immediately and absolutely, 
or... if I should die before her death, then 
this property shall thereupon become hers 
immediately and absolutely... .’ 


“()N THE AUTHORITY of the Klein 
case the Commissioner had included in 
the taxable estates the gifts to which, in the 
St. Louis Trust cases, the grantor’s death 
had given definitive measure. If the wife 
had predeceased the settlor in the Klein case, 
he would have been repossessed of his prop- 
erty. His wife’s interests were freed from 
this contingency by the husband’s prior 
death, and because of the effect of his death 
this Court swept the gift into the gross 
estate. So in Helvering v. St. Louis Trust 
Co., supra, the grantor would have become 
repossessed of the granted corpus had his 
daughter predeceased him. But he prede- 
ceased her and by that event her interest 
ripened to full dominion. The same analysis 
applied to the Becker case. In all three situa- 
tions the result and effect were the same. 
The event which gave to the beneficiaries 
a dominion over property which they did 
not have prior to the donor’s death was an 
act of nature outside the grantor’s ‘control, 
design, or volition’. But it was no more 
and no less ‘fortuitous’, so far as the grantor’s 
‘control, design, or volition’ was concerned, 
in the St. Louts Trust cases than it was in the 
Klein case. In none of the three cases did 
the dominion over property which finally came 
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to the beneficiary fall by virtue of the 
grantor’s will, except by his provision that 
his own death should establish such final 
and complete dominion. And yet a mere 
difference in phrasing the circumstance by 
which identic interests in property were 
brought into being—varying forms of words 
in the creation of the same worldy interests 
—was found sufficient to exclude the St. 
Louis Trust settlements from the application 
of the Klein doctrine. . .. 


“We are now asked to accept all three 
decisions as constituting a coherent body of 
law, and to apply their distinctions to the 
trusts before us. ... 

“The terms of these grants differ in detail 
from one another, as all three differ from 
the formulas of conveyance used in the Klein 
and St. Louis Trust cases. It therefore be- 
comes important to inquire whether the 
technical forms in which interests contin- 
gent upon death are cast should control our 
decision. If so, it becomes necessary to 
determine whether the differing terms of 
conveyance now in issue approximate more 
closely those used in the Klein case and are 
therefore governed by it, or have a greater 
verbal resemblance to those that saved the 
tax in the St. Louis. Trust cases. Such an 
essay in linguistic refinement would still 
further embarrass existing intricacies. It 
might demonstrate verbal ingenuity, but it 
could hardly strengthen the rational founda- 
tions of law. The law of contingent and 
vested remainders is full of casuistries. . . 
Attempts by the Board of Tax Appeals and 
the Circuit Courts of Appeal[s] to admin- 
ister Section 302(c) by reference to these 
distinctions abundantly illustrate the inevi- 
table confusion... . 


<«() UR REAL PROBLEM, therefore, is 
to determine whether we are to adhere to 
a harmonizing principle in the construction 
of Section 302 (c), or whether we are to 
multiply gossamer distinctions between the 
present cases and the three earlier ones. 
Freed from the distinctions introduced by 
the St. Louis Trust case, the Klein case fur- 
nishes such a harmonizing principle. Does, 
then, the doctrine of stare decisis compel us 
to accept the distinctions made in the St. Louis 
Trust cases as starting points for still finer 
distinctions spun out of the tenuosities of 
surviving feudal law? We think not. We 
think the Klein case rejected the presupposi- 
tion of such distinctions for the fiscal judg- 
ments which Section 302(c) demands.” 


“Tf ever a case loosed a flood of litigation 
which bids fair to keep conveyances, courts 
and tax administrators busy and puzzled for 
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a long time, it is Helvering v. Hallock... .”? 


“It has been cited in almost every estate tax 
case reported. It is a legal nostrum, the 
solution for any problem, the authority for 
any statement. Like love, its magic touch 
seems everywhere.”* “[The] Bureau of 
Internal Revenue seized upon the decision 
as subjecting all sorts of gifts to estate 
taxes, and the courts were soon flooded with 
cases involving the so-called Hallock doc- 
trine.”’ * 


The lesson of the case was simple, to 
Judge Learned Hand. “It decided that, if 
the remainderman’s right depended upon 
some event, determined at the settlor’s 
death, the remainder was within Section 
302(c) [subject to inclusion in gross estate], 
no matter whether the common law would 
have regarded it as previously ‘vested’ or 
‘contingent’; and that was all that it did 
decide.”*® It occurred to an attorney “that 
the Hallock decision is especially entitled to 
the emoluments of fame and fortune because 
it brought respectability to the obvious.” ° 
But the implications, to Mr. Justice Murphy, 
affected uncounted gifts. ‘Section 302(c), 
as demonstrated by Helvering v. Hallock, 

reaches all inter wivos transfers which 
may be resorted to, as a substitute for a 
will, in making dispositions of property 
operative at death. It thus sweeps into the 
gross estate all property the ultimate pos- 
session or enjoyment of which is held in 
suspense until the moment of the decedent’s 
death or thereafter.” * 


IKE so many dictionary definitions, the 
4case seemed (to some) merely to substitute 
for one unknown word another unknown. 
“With the decision of the Supreme Court 
in Llelvering v. Hallock, the Commissioner 
abandoned the ‘conditioned-on-survivorship’ 
approach and began to contend that every 
transfer involving a reverter was subject to 
tax.” * But what statutory authority is there 
for thus stressing reverters? As to the 





2Thomas Witter Chrystie, ‘It’s Time to 
‘Spook’ the Hallock Ghost,’’ TAXES—The Tax 
Magazine, November, 1944, p. 486. 

3 Robert E. Nelson, ‘‘Reverters in Estate Taxa- 
tion,”’ ibid., February, 1945, p. 99. 

4Leon B. Brown, ‘“The New ‘Hallock’ Regula- 
tions,”’ Trusts and Estates, September, 1946, 
p. 22%. 

5’ Bankers Trust Company v. Higgins [43-1 ustc 
10,045], 136 F. (2d) 477 (CCA-2, 1943). 

* Louis Eisenstein, ‘‘The Hallock Problem: A 
Case Study in Administration,’’ Harvard Law 
Review, October, 1945, p. 1141. 

7 Goldstone v. U. 8S. [45-2 ustc 9 10,209], 325 
U. S. 687 (1945). 

8’ Robert E. Nelson. ‘“‘The New Reverter Regu- 
lations,’””» TAXES—The Tax Magazine, Septem- 
ber, 1946, p. 848. 


Code, “Strangely enough, Section 811(c) 
says nothing about strings, reverters and 
possibilities of reverters. .. . It would ap- 
parently be wise to concentrate more upon 
the statute and brood less on reverters and 
the possibilities thereof. Then we might 
discover, to our surprise, that a nutshell is 
much too large for our problem.” ® 


“In Helvering v. Hallock . .. the 
grantors retained a reversion so that until 
their deaths it was not possible to ascertain 
who would take the corpus.”” “Although 
there can be little doubt concerning the 
correctness of the Hallock decision taxing a 
trust with substantial reversionary interest 
in the grantor, it seems only fair that a 
trust should not be taxed where the proba- 
bility of the property returning to the grantor 
is exceedingly small.” But in that same 
year, all questions as to the remoteness of 
the reverter were quashed by Mr. Justice 
Murphy: “It is fruitless to speculate on the 
probabilities of this property being distrib- 
uted under the contingent power of appoint- 
ment. ... It is enough if he retains some 
contingent interest in the property until his 
death or thereafter, delaying until then the 
ripening of full dominion over the property 
by the beneficiaries.” 7 


In 1946, the so-called “Hallock regula- 
tions” * were issued to clarify the effect of 
potential reverters, for “a ‘possibility of 
reverter’ [lurks] in almost every inter vivos 
trust, and in the dark days before T. D. 5512 
it was a rare one which did not come under 
the shadow of Helvering v. Hallock.” ™ 
“Henceforth counsel should have little diffi- 
culty in avoiding the pitfalls inherent in the 
doctrine of Helvering v. Hallock.”™ But 
though this T. D. “goes far to take us out 
of the wilderness,” there are still prob- 
lems. The mounting list of Hallock cases 
involves how substantial the possibility of 
regaining the property is, whether the pos- 
sibility is expressly reserved or is through 





® Louis Eisenstein, ‘‘The Hallock Problem ina 
Nutshell,’’ Proceedings of the New York Uni- 
versity Fourth Institute on Federal Taxation, 
Matthew Bender & Company, 1946, p. 205. 

10 Estate of J. Elmer Frantz [CCH Dec. 
14,601(M)], 4 TCM 574 (1945). 

1 Lewis D. Spencer, ‘‘The Federal Estate Tax 
on Inter Vivos Trusts: A Common Sense Rule 
for Hallock Cases,’’ Harvard Law Review, No- 
vember, 1945, p. 43. 

12 Fidelity-Philadelphia Trust Co. v. Rothensies 
[45-1 ustc ] 10,168], 324 U. S. 108 (1945). 

8 T. D. 5512, 1946-1 CB 264. 

4% Joseph S. Platt, ‘‘The New Hallock Regula- 
tions,’’ Proceedings of the National Tax Associa- 
tion (National Tax Association, 1946), p. 198. 

1% Brown, op. cit., p. 232. 

1% Louis Eisenstein, ‘‘Another Glance at the 
Hallock Problem,’’ Tax Law Review, April-May, 
1946, p. 432n. 
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operation of law, whether the interest is 
vested or reversionary, whether the grantor’s 
degree of interest constitutes a sufficiently 
important incident of ownership, and to 
what extent the reverter is subject to estate 
tax. 


UT SOME RELIEF may be in sight. 

After Supreme Court review in more 
than fifteen cases of a short clause which has 
been virtually _unchanged for twenty-nine 
years, resort to statutory revision offers, it 
is believed, the only practical alternative to 
the present hopeless confusion.” Without 
being mentioned by name, the Hallock case 
appears in the abortive Revenue Revision 
Act of 1948," Section 202 of which provides 





17 John H. Alexander, ‘Possibilities of Re- 
acquisition and the Federal Estate Tax,’’ ibid., 
February-March, 1946, p. 291. 

18H. R. 6712, introduced May 28, 1948. 


STATEMENT OF THE OWNERSHIP, MANAGE- 
MENT, CIRCULATION, ETC., REQUIRED BY 
THE ACT OF CONGRESS OF AUGUST 24, 
1912, AS AMENDED BY THE ACTS OF 
MARCH 3, 1933, AND JULY 2, 1946 
Of TAXES—The Tax Magazine, published monthly 

at Chicago, Illinois, for October 1, 1948. 

State of Illinois i we 

County of Cook : 


Before me, a Notary Public in and for the State 
and county aforesaid, personally appeared George 
J. Zahringer, who, having been duly sworn_accord- 
ing to law, deposes and says that he is the Business 
Manager of the TAXES—The Tax Magazine, and 
that the following is, to the best of his knowledge 
and belief, a true statement of the ownership, man- 
agement (and if a daily, weekly, semiweekly or 
triweekly newspaper, the circulation), etc., of the 
aforesaid publication for the date shown in the above 
caption, required by the act of August 24, 1912, as 
amended by the acts of March 3, 1933, and July 2, 
1946 (section 537, Postal Laws and Regulations), 
printed on the reverse of this form, to wit: 


1. That the names and addresses of the publisher, 
editor, managing editor, and business managers are: 


Publisher: COMMERCE CLEARING HOUSE, 
Inc., 214 North Michigan Ave., Chicago 1, Illinois. 


Editor: Henry L. Stewart, Chicago 1, Illinois. 


Managing Editor: Paul Schweikert, Chicago 1, 
Illinois. 


Business Manager: George J. Zahringer, Chicago 
1, Illinois. 


2. That the owner is: (If owned by a corpora- 
tion, its name and address must be stated and also 
immediately thereunder the names and addresses of 
stockholders owning or holding one percent or more 
of total amount of stock. If not owned by a cor- 
poration, the names and addresses of the individual 
owners must be given. If owned by a firm, com- 
pany, or other unincorporated concern, its name and 
address, as well as those of each individual member, 
must be given.) Commerce Clearing House, Inc., 
214 No. Michigan Avenue, Chicago 1, Ill.; The Cor- 
poration Trust Co. (N. J.), 15 Exchange Place, 
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that the amount includible in the decedent’s 
estate may not exceed the actuarial value 
of the decedent’s reversionary interest just 
prior to his death. “Reversionary interest” 
is defined to include both “a possibility that 
an interest so transferred or a portion thereof 
may return to the decedent or his estate” and 
a possibility that an interest may become 
subject to a power of disposition by the 
decedent. ; 


Napoleon declared that every French 
soldier carries in his knapsack a potential 
marshal’s baton; and when the French army 
abolished the rank of marshal, it was ob- 
served that soldiers’ packs were thereby 
lightened perceptibly. To return, rondeau- 
fashion, to that symbol of gifts, the plump, 
jolly man with the bulging bag, it may be 
possible to lighten his load likewise; but 
Santa must watch that reverter, or his pack 
may become heavy again. [The End] 





ig City, N. J.; The Corporation Trust Co. 
— -), 120 Broadway, New York, N. Y.; Justus 

. Schlichting, a 4 Illinois; Mrs. Daryl Par- 
shall, Millbrook, N. Y.; Oakleigh Thorne, Mill- 
brook, Dh. Ee 


3. That the known bondholders, mortgagees, and 
other security holders owning or holding 1 percent 
or more of total amount of bonds, mortgages, or 


other securities are: (If there are none, so state.) 
None. 


4. That the two paragraphs next above, giving 
the names of the owners, stockholders, and security 
holders, if any, contain not only the list of stock- 
holders and security holders aS they appear upon 
the books of the company but also, in cases where 
the stockholder or security holder appears upon the 
books of the company as trustee or in any other 
fiduciary relation, the name of the person or cor- 
poration for whom such trustee is acting, is given; 
also that the said two paragraphs contain state- 
ments embracing affiant’s full knowledge and belief 
as to the circumstances and conditions under which 
stockholders and security holders who do not appear 
upon the books of the company as trustees, hold 
stock and securities in a capacity other than that 
of a bona fide owner; and this afhant has no reason 
to believe -that any other person, association, or 
corporation has any interest direct or indirect in 
the said stock, bonds, or other securities than as 
so stated by him. 


5. That the average number of copies: of each 
issue of this publication sold or distributed, through 
the mails or otherwise, to paid subscribers during 
the twelve months preceding the date shown above 
ae . (This information is required from 

weekly, semiweekly, and triweekly newspapers 
only.) 


George J. Zahringer, 
Business Manager. 


Sworn to and subscribed before me this 30th day 
of September, 1948. 


[Seal] 
Lester Johnson, 
(My commission expires Nov. 6, 1949.) 
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How Statutes Are Enacted 


Statute Making. Armand B. Coigne. Com- 
merce Clearing House, Inc., 214 North 
Michigan Avenue, Chicago 1, Illinois. 1948. 
293 pages. $4. 


Subtitled A Treatise on the Means and 
Methods for the Enactment of Statute Law 
in the United States, this volume is directed 
toward the needs of two types of readers. 
For those with little or no technical knowl- 
edge of law, it will serve as an introduction 
to the principles, terminology and procedure 
of legislation. For attorneys or others who 
are fully acquainted with these matters, 
it will furnish a convenient reference on 
procedure, complete with glossary and topical 
index. 


In the main, the material in the book is 
confined to a general treatment of the 
process according to which written law, 
federal and state, is initiated and enacted. 
Part I, “The Instruments for the Enactment 
of New Statute Law,” discusses the forces 
(outside the actual legislatures) which in- 
fluence the development and formulation of 
legislation—lobbyists, pressure groups, official 
agencies, etc.; the initiative and referendum; 
the character and functions of federal and 
state governments; and local lawmaking 
bodies. Part II, “The State and Federal 
Legislatures, Organization and Sessions,” is 
chiefly an outline of structure. Part III 
is devoted to “Parliamentary Procedure”; 
Part IV, to “Introduction and Passage of 
Bills and Resolutions.” In Part V, “Pro- 
cedure Applicable to Certain States,” the 
systems used in Massachusetts, Maine and 
Nebraska are studied. “Constitutional Amend- 
ments and Treaties” are described in Part VI. 


Canadian Income Tax Act 


Canadian Income Tax Act. CCH Canadian 


Limited, 1200 Lawrence Avenue West, 
Toronto, Canada.* Fourteenth Edition, 1949. 
256 pages. $2:* 





* This book may be obtained in the United 
States from Commerce Clearing House, Inc., 
214 North Michigan Avenue, Chicago 1, Illinois, 
at $2 in United States dollars. 
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The cumulative effect of almost yearly 
amendment, extension and revision of the 
Income War Tax Act of 1917 was such 
that by 1948 the Dominion of Canada had 
an unwieldly tax law embodying eighteen 
parts, ninety-seven sections and five sched- 
ules. The task of tax reform, undertaken by 
the government with the advice and aid of 
numerous civic and professional organiza- 
tions, culminated in the enactment of a 
new law by the 1948 session of Parliament 
—the Income Tax Act, to become effective 
on January 1, 1949. 


The Income Tax Act (the word “War” 
has been omitted from its title) has but 
seven parts. Parts I and II, which contain 
the main body of the law, deal, respectively, 
with the general income tax imposed on 
individuals and corporations and with the 
tax imposed on nonresidents of Canada and 
deducted at the source from payments leav- 
ing Canada. The new act does not define 
income—all income is considered taxable— 
but indicates the general sources of income, 
as from businesses, property and offices or 
employment. Exceptional cases are specified 
in Division H of Part I, rather than scattered 
throughout the main body of the law as 
in the old act. The five remaining parts 
of the act cover the gift tax, administration 
and enforcement, tax evasion, interpretation 
and transitional provisions, in that order. 


This edition reproduces the Income Tax 
Act in full text, each new subsection being 
annotated to relate it to the analogous sub- 
section of the Income War Tax Act as last 
amended. Also included are the full text 
of the Excise Tax Act, the articles of the 
reciprocal tax convention between Canada 
and the United States, the tax agreements 
between Canada and the United Kingdom 
and Canada and New Zealand, and topical 
indices. 


Oil and Gas Income 


Oil and Gas Federal Income Taxation. 
Kenneth G. Miller. Commerce Clearing 
House, Inc., 214 North Michigan Avenue, 
Chicago 1, Illinois. 1948. 240 pages. $6.50. 
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This timely, authoritative new book brings 
together, in convenient, usable form, the 
law, regulations, rulings and decisions of 
federal income taxation as they apply to 
the peculiar factors of the production phase 
of the oil and gas industries, Helpful, de- 
pendable backing of each. principle by cita- 
tion to supporting authority assures quick, 
positive reference work, The author stresses 
the existing pertinent law in the oil and gas 
field, and in that field only. If federal oil 
and gas income taxation problems are your 
problems, here is a book you can trust and 
understand. It is written from the author’s 
long and intimate experience with those 
same problems. 


Farmers’ Tax Problems 


1949 Farmers Income Tax. Samuel M. 
Monatt. Commerce Clearing House, Inc., 214 
North Michigan Avenue, Chicago 1, Illinois. 
1948. 192 pages. $3. 


Reflecting all changes effected by the 
Revenue Act of 1948, this authoritative 
handbook deals exclusively with the federal 
income tax problems of the average farmer 
and the individually owned or partnership- 
operated farm. Based on firsthand knowl- 
edge of farms and farmers, the book is easy 
to understand and easy to follow. 


Beginning with Farm Schedule 1040F, 
each item, each line, is analyzed and ex- 
plained, with its proper handling illustrated 
by representative facts and figures from a 
typical farm or farm activity, reproduced on 
specimen segments of the properly filled-in 
form. The income tax return itself (Form 
1040) receives a similar step-by-step treat- 
ment—all to show exactly what to do for 
each item, and how and why it should be 
done. 


The handbook will prove invaluable not 
only at income tax time but throughout the 
year, whenever decisions that will affect 
income tax must be made. 


Economics Made Readable 


Economics—An Introductory Analysis. Paul 
A. Samuelson. McGraw-Hill Book Com- 
pany, Inc., New York, New York. 1948. 
622 pages. $4.50. 

This book on economics—ordinarily, for 
the layman, a difficult subject the principles 
of which must be demonstrated by charts 
with curving lines and shaded peaks and 
valleys—puts the reader at ease by its early 
recognition of a number of paradoxes in our 
economy: 
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“1. If all farmers work hard and nature 
cooperates in producing a bumper crop, 
total farm income falls. 


“2. One man by great ingenuity in hunting 
a job or by a willingness to work for less 
may thereby solve his own unemployment 
problem, but all cannot solve their problems 
in this way. 


“3. Higher prices for one industry may 
benefit its members but if the prices of 
everything bought and sold increased in the 
same proportion, no one would be any 
better off. 


“4. It may pay the United States to 
reduce tariffs charged on goods imported 
even if other countries refuse to do likewise. 


“5. It may pay a business firm to take on 
some business at much less than full costs. 


“6. Attempts of individuals to save more 
in depression may lessen the total of the 
community’s savings. 


“7. What is prudent behavior for an in- 
dividual or a single business firm may at 
times be folly for a nation or a state.” 


In the field of taxation, the author, a 
professor of economics at Massachusetts 
Institute of Technology, demonstrates that 
he is liberal enough to admit the social 
advantages of the social security system. 
He points out, however, that social security 
was sold to the American public somewhat 
dishonestly as an extension of private in- 
surance. Furthermore, the social security 
system is enjoying a happy life on the stat- 
ute books in disregard of several scientific, 
if inequitable, principles of taxation. For 
instance, disregard of the fact that the 
United States is one country finds the 
federal government sharing a larger portion 
of the burden of the unemployment benefits 
payable in the State of New York than it 
does of the benefits payable in the State 
of Nevada—simply because the richer state 
feels inclined to pay its unemployed citizens 
larger benefits than those paid by the desert 
State of Nevada. 


Some of the helplessness displayed by 
citizens when the time comes for making 
their income tax returns could be greatly 
alleviated, the author thinks, by a require- 
ment that before the young citizen is 
graduated from high school, he must pre- 
pare and file an income tax return. Mr. 
Samuelson recognizes, of course, that the 
income of some citizens will always neces- 
sitate competent professional assistance in 
the preparation of returns. 
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Another pertinent observation is that 
liberals almost always oppose retail sales 
and excise taxes, while conservatives extoll 
their virtues. 


This book makes very interesting reading 
—chiefly because of the author’s ability to 
express himself in quotable maxims that 
will enrich the reader’s vocabulary in the 
field of economics without making the 
reader seem stuffy or pedantic. Typical of 
the author’s lively style are the following 
excerpts: 


“Owning one’s own home is not always 
a good investment, although it makes an 
interesting hobby.” 


“If a government bond is thought not 
to be perfectly safe, then neither is paper 
money nor bank accounts.” 


“Tt is now history how Calvin Coolidge 
sowed the wind, and poor Herbert Hoover 
reaped the whirlwind. The fickle public, 
terrified by unemployment and resentful of 
depression, drove out its old idols from the 
temple. Like savages who must blame 
even the breaking of a fish line on some 
evil spirit, the American people began a 
great witch hunt for the crooked business- 
men who caused the Great Depression. As 
if honest concerns had not failed with the 
dishonest, and as if ignorance and stupidity 


were not infinitely more important than 
fraud!” 


Do not infer from these examples that 
the author treats the subject of economics 
lightly, for that is not the case. He lays 
the subject out cold, on the assumption that 
the reader has no prior knowledge of 
economics. In the second part of the book, 
he examines the proof of the paradoxes and 
the, technical aspects of the factors which 
are important to an understanding of eco- 
nomics. The book is up to date, as evidenced 
by the discussion of the Taft-Hartley Act 
and late developments in the tax laws. It 
is not a dull book—but the fact that it 
sparkles makes it no less authoritative or 
scientific. 


Guide to Federal Tax Law 


The Federal Income Tax—A Guide to the 
Law. Joyce Stanley and Richard Kilcullen. 
Clark Boardman Company, Ltd., 11-15 Park 
Place, New York 7, New York. 1948. 
344 pages. $6. 


In the belief that in solving tax problems, 
the first and final source of authority is 
the tax law itself, with rulings, regulations 
and court decisions occupying important 
but subordinate positions, the authors of 
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this guide have concentrated their efforts 
upon the exposition and analysis: of the 
provisions of the Internal Revenue Code. 
They approach their subject through a 
section-by-section discussion, correlating to 
the Code provisions those sections of the 
Regulations which bridge the major gaps in 
the Code and those cases which have formu- 
lated doctrines with almost the force of 
statutory law. The arrangement of the 
material reflects the authors’ emphasis on 
statutory law: “The book follows the or- 
ganization of the Code because the lawyer 
must know the Code and its organization 
if he is to have any sound knowledge of 
tax law.” 


Perhaps the best review of the purposes 
and achievements of The Federal Income 
Tax is to be found in its preface, written 
by Randolph E. Paul. To the authors’ 
modest statement that their book is de- 
signed “primarily for practising lawyers who 
do not specialize in tax law, for law stu- 
dents, for accountants working in the tax 
field and, in general, for all people who 
in their business or profession need more 
than a casual knowledge of income tax law,” 
Mr. Paul adds the “startling suggestion . . 
that the book will be valuable to the tax 
expert.” This is Mr. Paul’s reasoning: 


“Everybody has a hard time with taxes 
these days but sometimes I think 
tax experts have the hardest time of all. 
They cannot, in perplexity, suggest going to 
a tax expert; they are it. They are sup- 
posed to know and to contribute assurance 
to clients whose principal passion is cer- 
tainty in one of the most turbulent areas 
of present-day law. No alibis are acceptable. 

. of course we tax experts do not know 
all that we think we have to pretend that 
we know. How could we know with any 
exactness the contents of the most 
prolific technical literature of modern days? 

. All this tends to make the tax expert 
a near-sighted person. His struggle to 
master details obscures the general pattern 
from his vision, and his knowledge of this 
general pattern is where his-greatest value 
lies. . . . His constant need, therefore, is 
refreshment of basic outlook. For this, and 
the restoration of perspective to the be- 
wildered minds of tax experts, I recommend 
The Federal Income Tax.” 


Jewelers’ Operating Problems. 


Operating Results of Illinois Retail Jewelry 
Stores in 1947. David J. Luck. University 
of Illinois Bureau of Economic and Business 
Research, Urbana, Illinois. 1948. 31 pages. 


December, 1948 @ TAX ES—The Tax Magazine 


rere ener 








— |6=6Oo, 


' ! 


Oo VM 


ty 
ss 


ne 


— 





The seventh in the series of business 
studies conducted by the Bureau of Eco- 
nomic and Business Research, University of 
Illinois, this survey publishes and analyzes 
the results of confidential questionnaires 
sent to members of the Illinois Retail Jewel- 
ers Association. The survey covers profits, 
sales volume, advertising media and ex- 
penditures, credit methods, owners’ and 
managers’ compensation, and other informa- 
tion of interest to jewelers and their financial 
advisers. 


Bureau Conferences 


“Taking a Case to a Bureau Conference.” 
Oscar Hanigsberg. The New York Certified 
Public Accountant, 15 East 41st Street, New 
York 17, New York. October, 1948. 


This advice on the preparation of cases 
to be taken to Bureau conferees comes from 
one who knows whereof he speaks. Oscar 
Hanigsberg, a certified public accountant 
now practicing in New York City, has been 
associated with the Bureau of Internal Rev- 
enue as agent, as instructor and, most im- 
portant for the purposes of this article, as 
conferee. Among the points he discusses 
are the place of the conference in Bureau 
procedure, the meaning of Form 870, the 
conferee’s power to effect settlements, pro- 
test requirements, the oral hearing and 
alternative procedures. 


Cooperatives 


“The Effects of Cooperation on the Profit 
Economy.” George .W. Starr. Law and 
Cantemporary Problems, Duke University 
School of Law, Durham, North Carolina. 
Summer, 1948. 


Since the chief source of revenue of the 
federal government is the collection of taxes 
levied on private businesses, it follows, Mr. 
Starr reasons, that the expansion of tax- 
exempt cooperatives is being financed by 
the taxpaying private businesses. The in- 
clusion of the cooperatives in the tax levied 
on the same basis as the ordinary corpora- 
tion not only will equalize the opportunity 
of earning a profit between these two large 
segments of our economy, but also, in 
broadening the tax base, will decrease the 


rates needed to produce a certain total 
return. 


Family Taxation 


“Federal Taxation of the Family—The 
Revenue Act of 1948.” Stanley S. Surrey. 
Harvard Law Review, Gannett House, Cam- 
bridge, Massachusetts. July, 1948. . 


“The Revenue Act of 1948 appears to 
have been born under an ill-omened star. 
In effect thrice vetoed, the last time on the 
ground that it was ‘a reckless disregard for 
the soundness of our economy and the 
finances of our Government’, this tax-reduc- 
tion measure was nevertheless ptshed to 
enactment by a determined Congress.” 


Mr. Surrey, the author of the famous 
“Surrey Plan” for putting common-law and 
community-property states on an _ equal 
basis, does not believe that the 1948 Act 
properly accomplishes the task: 


“The more objective supporters of the 
Act place their defense on the ground that 
the Act is a step in the right direction 
of lowered gift and estate taxes on trans- 
fers to a spouse. I am in agreement with 
those who consider such a result a proper 
goal—in fact, I favor the goal of complete 
interspousal exemption. But I definitely 
differ with respect to the characterization 
of the progress made by the Act toward 
this goal. I prefer to describe the Act as 
a floundering in the right direction. So 
judged, it is markedly worse, I think, than 
no movement at all. The high tax plateau 
of the post-war years requires far greater 
appreciation than we presently possess of 
the need for sound tax techniques. High 
taxes—income, gift or estate—obviously af- 
fect business and family affairs. This we 
cannot escape. But we must prevent tax 
distortion and confusion in the day-by-day 
commercial transactions and in the planning 
of family and business arrangements. We 
must recognize that such distortion and con- 
fusion are the inevitable product of poorly 
conceived and executed tax techniques. 
More than ever before, we are faced with 
the difficult task of constantly examining 
our technical tax structure to see that it is 
soundly planned and competently built. The 
new Act falls far short of meeting these 
standards.” 


oe 
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CORPORATIONS 
PARTNERSHIPS 
PROPRIETORSHIPS | - 


UNDER 
THE REVENUE ACT 
OF 1948 


By J. H. LANDMAN - - - of Sher, Roeder & Landman, New York City 


- HE REVENUE ACT of 1948 offers 
the lures of income equalizing for hus- 
bands and wives and increased exemptions; 
but with it all, the progressive income tax 
rates for individuals, whether single proprie- 
tors or members of partnerships, rise grad- 
ually to as much as seventy-seven per cent, 
though this is lower than the earlier maxi- 
mum of 854 per cent. Partnerships as such 
are not taxed. The tax rates for corpora- 
tions, before the distribution of profits to 
shareholders, who are taxed again on div- 
idend income, range irregularly from twenty- 
one per cent to thirty-eight per cent. Little 
wonder that the corporate organization 
enjoys current popular vogue! 


In general, taxwise, the corporate form of 
doing business favors larger rather than 
smaller operations. Notwithstanding this 
statement, selection of the proper business 
vehicle requires the consideration of certain 
special factors, such as salaries and other 
types of compensation to stockholder-offi- 
cials, corporate dividend policy, personal 
income from outside sources and the like. 


It is customary to think of the single pro- 
prietorship, general partnership, limited 
partnership, trust, joint venture, pool and 
syndicate as distinct business entities, each 
with its own business and legal advantages 
and disadvantages. In tax law, all these 
business vehicles except the first are deemed 
either corporations or partnerships. If the 
form of doing business resembles a corpora- 
tion, with the familiar characteristics of 
centralized management, continuity of oper- 
ations without interruption by a member’s 
death or his transfer of interest, and perhaps 
limited member liability, it is taxed as a 
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corporation even if it is not legally organ- 
ized as such." 


On the other hand, the corporate entity 
has been disregarded successfully at the 
urging of the Treasury,’ and on other occa- 
sions at the urging of individuals,’ and has 
been treated as a group of individual taxpayers. 


In contemplation of embarking upon a 
new business venture, the taxpayer should 
give thought to the following significant 
considerations as to the comparative tax 
merits of the various vehicles for business 
operations. These factors are not listed nec- 
essarily in the order of importance. All the 
facts in each situation, not the tax conse- 
quences exclusively, should govern the selec- 
tion of the appropriate business form. 


First Accounting Period 


Depreciation is a reasonable annual allow- 
ance for the return of capital occasioned 
by the exhaustion, wear and tear of property 
used in trade or business or held for the 
production of income. The straight-line, 
unit-of-production and  declining-balance 
computative procedures are most frequently 
used to arrive at this annual deduction. Yet 
a selected procedure might prove unsuitable 





1 Morrissey v. Commissioner [36-1 ustc {| 9020], 
296 U. S. 344 (1935); Del Mar Addition v. Com- 
missioner [49-2 ustc { 9578], 113 F. (2d) 410; 
Poplar Buff Printing Company [45-2 ustc 
{— 9344], 149 F. (2d) 1016. 

2 Gregory v. Helvering [35-1 ustc { 9043], 293 
U. S. 465; Higgins v. Smith [40-1 usrc { 9160], 
308 U. S. 473. 

3 Archibald R. Watson [CCH Dec. 11,210], 42 
BTA 52; aff'd [42-1 ustc {§ 9204] 124 F. (2d) 
437 (CCA-2, 1942). 
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Number of Partnership Returns of Income (Form 1065) and Corporation Income 
Tax Returns (Form 1120) Filed for Each Year 1936-1945 * 















Form 1065 Form 1120 

Year (Partnerships) (Corporations) 
1936 237,367 530,779 
1937 261,470 529,097 
1938 273,361 520,501 
1939 290,876 515,960 
1940 372,796 516,783 
1941 453,911 509,066 
1942 490,320 479,677 
1943 491,544 455,894 
1944 577,273 446,800 
1945 673,771 482,333 . 


* The partnership returns filed for the income years shown in this table are as 
reported by the collectors of internal revenue, and include calendar, fiscal and part year 
returns filed during the succeeding calendar year, regardless of the month in which the 
income year ended, and also delinquent returns for prior years. The number of corpo- 
ration returns shown for the years 1936-1943 is taken from the complete reports, Statistics 
of Income, Part 2, and includes returns for the calendar year ending December 31, 
returns for fiscal years ending between July of the preceding year and June of the suc- 
ceeding year, and returns for part years with the greater portion of the accounting 
period within the calendar year. The number of Form 1120 returns for 1944 is taken 
from the preliminary report, Statistics of Income for 1944, Part 2, and the final figure 
may differ slightly. The number of Form 1120 returns for 1945 is taken from collectors’ 
reports, which include delinquent returns for prior years not used in the reports of 


Statistics of Income, 


because of the disparity between the actual 


to that of the partners the partnership in- 


and computed annual wasting allowance. 
Similarly, taxpayers may be dissatisfied with 
their methods of accounting. The pure cash 
and the accrual receipts and disbursement 
methods are most frequently used, but the 
latter must be employed when inventories 
are involved. Changing to another depre- 
ciation or accounting method may be effected 
only with the consent of the Commissioner 
of Internal Revenue, which may or may not 
he granted. New enterprises do not need 
such approval as long as their methods 
reflect reasonable depreciation allowances 
and income reporting. 


New partnerships and corporations, but 
not single proprietorships, have the right to 
conclude their first fiscal periods when it 
pleases them without the consent of the 
Commissioner, provided that their duration 
does not exceed twelve months. Thereafter, 
their fiscal years may be only on a twelve- 
month basis, changeable from the end of one 
month to the end of another only with the 
approval of the Commissioner, who usually 
requires that good cause be shown. This 
initial period can be controlled to effect tax 
economy. 


Since partners pay income taxes as indi- 
viduals, and not as a partnership, by closing 
the partnership’s period in a year subsequent 


come can be made reportable one year 
hence, when it is hoped tax rates will be 
lower. However, should such a partnership 
be terminated for any reason during its 
taxable year, more than one year’s partner- 
ship income as of the cessation date of the 
partnership may be reportable by all part- 
ners, in addition to other private income. 
If a partnership agreement provides that 
the estate of a deceased partner is to share 
in the profits of the firm, surviving partners 
are not subject to tax on that share, but the 
estate is taxable.‘ 


Unlike the partnership or the single pro- 
prietorship, the corporation pays taxes on 
its own earnings at irregular rates ranging 
from twenty-one per cent to twenty-five per 
cent on its first $25,000, to fifty-three per 
cent on its next $25,000 and a constant 
thirty-eight per cent on earnings of $50,000 
or more. The effective corporate income 
tax rate, however, never exceeds thirty-eight 
per cent. It is wise, for tax purposes, to 
close the corporation’s initial taxable period 
before its earnings reach $25,000, in order 
that the corporation may be subject to the 
tax rate of from twenty-one to twenty-five 





4 Bull v. U. 8. [35-1 usre 9346], 295 U. S. 
247, H. Lewis Brown [CCH Dec. 13,059], 1 TC 
760. 
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Frequently, the higher corporate 


per cent. 
tax brackets can be avoided by divorcing a 
distinctive part of the corporation’s opera- 
tions and conducting that part as a single 


proprietorship or as a partnership. If the 
higher tax notches cannot be avoided, where 
married persons’ interests in the business 
do not yield more than approximately 
$60,000 annually, the corporate form of 
doing business is Jess desirable taxwise than 
the single proprietorship or partnership 
(provided that the taxpayers’ spouses have 
no incomes), because only then are the effec- 
tive tax rates of 37.62 per cent for those 
with no dependents, and 36.53 per cent for 
those with two dependents, reached, after 
deductions but before exemptions. 


On the other hand, should the new busi- 
ness venture prove a financial failure, a 
possible misfortune which must be considered, 
deductible tax losses would follow. The 
new corporate organization would sustain 
operating or capital losses, depending upon 
their nature, which may be used to reduce 
the earnings and capital gains of two or five 
succeeding years, respectively. But the 
individual stockholders may not apply any 
of these losses as offsets against their pri- 
vate earnings. By contrast, operating and 
capital losses of a partnership may be used 
to reduce the income from other sources of 
the individual partners. The latter, like 
single proprietors, may employ the two-year 
carry-back and the two-year carry-forward 
principles to spread the operating loss over 
five years, and may set the capital losses dur- 
ing the succeeding five years first against 
total annual capital gains and concurrently 
against earnings to the extent of $1,000 
per year. 


Taxability of Profits 


Those who intend to conduct personal 
business with their new ventures should be 
apprised of the following fact: profits, but 
not losses, are recognized for tax purposes 
when the transactions are made directly or 
indirectly between an individual and a cor- 
poration, according to Code Section 24(b) 
(1) (B), if fifty per cent in value of the 
outstanding stock is owned directly or indi- 
rectly by or for that individual. The tax 
consequences of transactions between a 
partner as an individual and his partnership 
are in dispute. The Second Circuit Court 
has held that taxable earnings cannot arise 
from such an operation because an individ- 


profit.” The Board of Tax Appeals came to 
a contrary conclusion because it conceived 
of the partnership as a distinct and separate 
legal entity.© The Third Circuit Court has 
permitted partners to sustain losses in trans- 
actions with their partnerships." The Board 
of Tax Appeals allowed partnership losses 
arising out of trading among the partners.’ 
The final solution to this moot question 
will have to await the decision of the 
Supreme Court. 


Where, as between the parties, losses are 
disallowed under Code Section 24(b)(1)(B), 
if the corporate debtor reports on the ac- 
crual basis and the individual creditor re- 
ports on the cash basis, and if the debts, 
such as salaries or other expenses, are not 
discharged within two and one-half months 
after the corporation’s taxable year, the 
corporation may not take the deductions 
for tax purposes. In appropriate cases 
involving intrapartnership transactions, un- 
paid expenses and interest would also 
be disallowed. 


Unreasonable Accumulations 


There is another tax danger with which 
a corporation, but not a partnership or 
single proprietorship, need concern itself: 
the unreasonable accumulation of profits to 
enable individual stockholders to avoid pay- 
ing higher surtaxes because of the additional 
dividends. Such conduct is penalized by the 
Code Section 102 tax of 271%4 per cent on the 
first $100,000 of the undistributed current earn- 
ings and 38% per cent on the balance. At 
times it might be temporarily cheaper to 
allow the controlled corporation to pay the 
penalty tax. However, if the corporate 
profits were ever distributed, the stockhold- 
ers would have to pay a tax on them. An 
alternative method by which the stockhold- 
ers can release these profits to themselves 
is the liquidation of the corporation, in 
which case the distributed surplus, like the 
other assets, would be taxed if the stock 
had been held for more than six months at the 
bargain maximum tax rates of twenty-five per 
cent. Unfortunately, this tax saving is 
frequently appreciably minimized by the 





5 Benjamin v. Hoey [44-1 ustc J 9139], 139 F. 
(2d) 945 (1944); Whitney v. Commissioner 
[48-2 ustc { 9354], August 11, 1948, aff’g [CCH 
Dec. 15,784] 8 TC 1019. 

® Harvey M. Toy [CCH Dec. 12,812-A], BTA 
memo. op. (1942). 

™ Lederer v. Parrish [1927 CCH { 7075], 16 F. 
(2d) 928 (1927); rev’g [1926 CCH { 7163] 14 F. 
(2d) 987. 

8 Thompson & Black [CCH Dec. 3857], 11 BTA 


ual’s trading with himself cannot yield a 729. 
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Treasury as a-consequence of its magnifica- 
tion of the value of the corporate assets with 
a valuable good will. 


There is considerable misunderstanding 
about the corporate distribution of seventy 
per cent of earnings as dividends in accord- 
ance with T. D. 4914 of 1939 and T. D. 5398 
of 1944. Such a distribution of profits is 
not a statutory or other criterion of reason- 
ableness. It is a Treasury-created rule of 
thumb for the tentative determination of 
reasonableness. A corporation may have 
complied with this percentage distribution 
for years and nevertheless be vulnerable to 
Section 102. On the other hand, a corpo- 
ration may justifiably retain all of its current 
earnings. Good causes for doing so, in the 
light of the court decisions, are to replace 
obsolete facilities, expand operations, dis- 
charge indebtedness or develop new prod- 
ucts. The Treasury looks with suspicion 
upon any corporation that has invested its 
profits in unrelated enterprises or made 
loans to shareholders, particularly if it is 
controlled by a few individuals. Then, too, 
there is the danger that directors may be 
required by minority stockholders to restore 
to the corporate till the penalty Section 102 
tax which the corporation had to pay be- 
cause of an alleged abuse of judgment and 
to increase distributions of dividends.® 


Improper Deductible Expenses 


Small businessmen, for various reasons, 
may decide to elect the corporate vehicle 
for their new ventures and expect to escape 
corporate taxation by draining off earnings 
through various disbursements to stock- 
holders. Typical of such corporate expendi- 
tures are salaries, wages, rentals and the 
like. The danger of these tactics is that the 
Treasury might hold such payments to be 
not reasonably “ordinary and necessary” 
corporate expenditures but in part dividends 
paid to stockholders. The Treasury would 
find confirmation of this contention if the 
suggested expenditures have varied from 
year to year in accordance with the success 
of the enterprise. The tax consequence of 
running afoul of the charge of unreasonable 
expenses is that only part of them—the rea- 
sonable part—is deductible by the corpo- 
ration, while all of them are taxable income 
to the stockholders. 





® Mahler et al. on behalf of Trico Products 
Corporation v. John R. Oishei et al. and Trico 
Products Corporation, S. Ct. N. Y., N. Y. Coun- 
ty, December 23, 1947, File 28485. See also 
Landman, ‘‘Concepts of Section 102,’’ TAXES— 
The Tax Magazine, January, 1948, pp. 19-29. 


Partnerships and single proprietorships 
may not incur expenses in transactions with 
their own principals. Deduction of expenses 
paid out of one pocket to become taxable in- 
come when put in aonther pocket, would be 
robbing Peter to pay Paul. A partner’s salary 
and a single proprietor’s salary are fre- 
quently referred to erroneously as expenses. 
In reality, they are advances of profits. 


Doubtful Corporation 
Tax Advantages 


Corporations report on only fifteen per 
cent of the dividends they receive from other 
domestic corporations under Code Section 
26(b), whereas partnerships and sole pro- 
prietorships similarly constituted would be 
subject to tax on the full dividend income. 
This eighty-five per cent dividend-received 
credit that only the corporation enjoys brings 
in its wake the hazards of the penalties for 
the unreasonable accumulation of profits 
under Code Section 102, and for personal 
holding company operations under Code 
Section 500. The first penalty problem has 
already been discussed; the latter will be 
considered later. It must be remembered, 
of course, that the concession made to cor- 
porations relative to the eighty-five per cent 
dividend-received credit is in reality an In- 
dian gift because the profit which generates 
the dividends is subjected to three tax levies 
—the corporation which originally earned 
it, the corporation which receives the divi- 
dend at reduced tax rates and the individual 
stockholder at full personal tax rates. 


On the other hand, capital gains otherwise 
taxable at reduced tax rates, interest from 
state and some types of federal bonds other- 
wise wholly or partially tax exempt, and the 
proceeds from insurance policies upon the 
death of corporate officers and employees 
otherwise tax free, are taxable in full upon 
their ultimate receipt as fees, salaries or 
dividends by individuals or partnerships, 
when channeled through an intermediary 
corporation where the transformation takes 
place. By contrast, such fully tax-exempt 
and partially tax-free income would not lose 
its tax-saving appeal by direct payment to a 
partnership or single partnership. 


Having decided on the tax propriety of 
organizing a corporation instead of some 
other vehicle for the new business venture, 
the taxpayer is immediately concerned with 
the problem of deciding on the nature of its 
capitalization. What shall be the ratio of 
bonds, if any, to stocks? Stocks yield double- 
taxed earnings if profits are distributed. Bonds 
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yield deductible interest, insure in a meas- 
ure against the impact of the penalty for 
unwarranted corporate accumulated earn- 
ings and siphon off, by their redemption, 
surplus profits. Obviously, for tax pur- 
poses at least, bonds are to be preferred to 
stock. This factor should prompt the deci- 
sion in determining the ratio of equity to 
borrowed capital in a new corporate venture. 
There is little danger of the Commissioner’s 
ruling that some of the bonds in a new corpo- 
rate enterprise are in reality capital. By 
contrast, loans to an old corporation may 
be challenged as contributions to capital in 
fact. The best time to decide on a proper 
financing of a corporation is at its creation, 
with the reservation that the common and 
preferred stock can always be increased 
with tax impunity. 


Personal Holding Company Penalty 


One of the dangers of operating as a 
corporation is the unwitting incurrence of 
the personal holding company penalty. 
Should the corporation unfortunately qualify 
as a personal holding company, practically 
all of its current undistributed income is 
doomed to confiscation by taxation. Indi- 
viduals in the low income brackets should 
be particularly aware of this fact. Those in 
the high tax brackets have no alternative in 
this regard. In addition to the usual corpo- 
rate taxes, the penalty is as much as a sev- 
enty-five per cent to eighty-five per cent 
surtax on the corporation’s undistributed 
income, This tax arose out of the need for 
discouraging the so-called “incorporated 
pocketbook.” By this scheme, a person in 
the high brackets could incorporate himself 
to market his skills so that he could store 
some of his profits in the corporation and 
thus spare himself currently the impact of 
high surtax rates. 


The wording of Code Section 500 is suffi- 
ciently broad to render the penalty appli- 
cable to other than personal service 
operations, with the result that inadvertently 
these other types of corporations may ex- 
pose themselves to it. The nature of the 
ownership of the stock of a corporation and 
of its gross income determines whether it is 
subject to the personal holding company 
surtax penalty. It is applicable to any cor- 
poration fifty per cent of whose stock is 
owned directly or indirectly by not more 
than five individuals during the second half 
of its taxable year. In addition, eighty per 
cent, and under certain conditions seventy 
per cent, of the gross income of the corpo- 
ration must be from such nonoperating 
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sources as dividends, interest, royalties, 
annuities, security gains, estate and trust 
income, rents from individuals who own 
directly or indirectly twenty-five per cent 
or more ‘of the corporation’s stock, and 
rents which do not exceed fifty per cent 
of its gross income, as well as personal 
service contract payments. 


Of course, this entire severe penalty can 
be averted by disqualifying the vulnerable 
corporation through increasing the number 
of its stockholders sufficiently, or through 
increasing its rent receipts to fifty per cent 
or more of its gross income, among other 
means. Vigilance is important. The nature 
of a corporation’s activities may vary from 
year to year. The time to detect its vulner- 
ability is during, not after, its business year. 


Single proprietorships and partnerships 
are not susceptible to the personal holding 
company surtax penalty, which applies only 
to corporations. 


Multiple Corporate Entities 


If one corporate entity currently has so 
much tax reduction to offer, will the crea- 
tion of more than one increase the tax 
savings? It might. Since the corporate 
normal tax and surtax are graduated up to 
maximum twenty-four per cent and fourteen 
per cent rates, respectively, profits distrib- 
uted among several corporations will result 
in aggregate lower tax obligations, provided 
that the income of each corporation remains 
under $50,000. 


It might be possible to transform into 
long-term capital gains, at bargain maximum 
tax rates of twenty-five per cent, the profits 
of some transactions which would other- 
wise be fully taxable as ordinary income. 
The disposition of the earnings of a corpo- 
ration as dividends in cash or in kind usually 
results in no taxable income to the corpora- 
tion. As for the noncorporate stockholder, 
the consequential receipt of the dividends 
constitutes fully taxable income under Code 
Section 115(a), irrespective of the form it 
takes. On the other hand, if an-asset, such 
as a factory, is the sole asset of the corpo- 
ration, the latter’s liquidation would still 
be tax free to it; but the same asset in the 
hands of the stockholders at that very time 
would be taxable to them at capital gains 
rather than ordinary gains tax rates if the 
asset has appreciated in value. Similarly, 
the sale of the corporation’s stock, rather 
than of the asset, by the stockholders would 
be tax free to the corporation but taxable to 
the stockholders at capital gains rates. 
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Furthermore, one or more of these new 
corporate entities might be arranged to 
qualify and operate as Western Hemisphere 
trade corporations or as China Trade Act 
corporations. The former are absolved com- 
pletely from surtax; the latter can escape 
all federal taxes if, under certain circum- 
stances, they pay dividends in an amount 
equal to what they would have to pay in 
normal tax and surtax. These two types of 
corporations afford these special tax-saving 
inducements to those engaged almost exclu- 
sively in foreign trade. Strict compliance 
with Code Sections 109 and 261-265 is 
indicated if assurance of the tax economy 
they offer is sought. 


Now let us consider the disadvantages of 
multiple corporations. In the event of 
losses, though each corporation could avail 
itself of carry-backs and carry-forwards, the 
losses and profits of the several corporations 
for any one year could not offset one another 
as if they were losses of one corporation 
unless a consolidated return, with the at- 
tending penalty of two per cent of the 
aggregate surtax net income, is filed. 


Equally significant is the danger of in- 
viting the impact of Code Sections 45 and 
129. Businesses controlled by the same 
interests are expected to engage in arm’s- 
length transactions as if they were strangers. 
Where the Commissioner finds that related 
corporations do not so conduct themselves, 
he may, under these statutes, réallocate 
their incomes and disbursements to reflect 
more correctly their respective incomes and 
thus prevent tax evasion. 


Partnerships 


Partnerships had their greatest tax vogue 
during the war years, when almost confisca- 
tory tax rates prevailed. The single pro- 
prietor sought the parnership to spare 
himself the exorbitant high surtax rates by 
splitting his income with several members 
of his family. Similarly, corporations tried 
to avoid the corporate tax levies by convert- 
ing all or some of their operations into part- 
nerships. Under certain circumstances in 
our postwar world, partnerships may still 
be indicated taxwise. To the great dismay 
of many general law practitioners, despite 
the great care they exercised in respecting 
the niceties of partnership law, many such 
partnerships have been held to be bona fide 
partnerships not for income tax but for all 
other legal purposes. The Supreme Court 
laid down the following tax-qualifying part- 
nership tenet in the Tower and Lusthaus 


decisions: ® the new partner must contribute 
either necessary capital of his own origin 
or important services. 


If a partnership has been proved invalid 
for income tax-saving purposes, the tax- 
payer may not be able to undo the futile 
gesture as to prior years. As for the current 
and future years, the new Revenue Act of 
1948 comes to the partial rescue with its 
income-splitting provisions for married per- 
sons, which have the same effect as a 
fifty-fifty partnership. Consequently, for 
tax-saving purposes, a husband-wife part- 
nership with such a division of profits need 
no longer conform to the principles laid 
down by the Supreme Court. To the extent 
that persons other than spouses are members 
of the family partnership or the profit dis- 
tribution of the husband-wife partnership is 
not halves, the Supreme Court rules must 
still be adhered to, in order to justify re- 
porting income in accordance with the terms 
of the partnership agreement. If children, 
for example, are members of a family part- 
nership, their shares of profit will be taxable 
to them only if the partnership is valid for 
tax purposes. If it is defective for tax 
purposes and all the income of the firm is- 
attributable to the husband, the latter and 
his wife can still elect to split the firm’s 
income between them. 


Where family members in addition to or 
exclusive of a spouse are sought to be in- 
cluded in the father-husband’s firm, the 
organization of a corporation is also indi- 
cated as a means of minimizing taxes. This 
can be achieved by a bona fide donation of 
stock of a newly organized corporation to 
chosen individuals. The new shareholders 
will be entitled to dividends from the dis- 
tributed corporate profits, governed by the 
nature and number of shares with which 
they were presented, and to reasonable com- 
pensation for whatever services they render, 
without the necessity that the services entail 
important managerial ability or skill” The 
married shareholders in turn would not be 
precluded from equalizing their respective 
incomes, whether dividends and/or compen- 
sation, with their spouses, to effect further 
tax economy. 


Of course, capital gifted to a wife, minor 
children and/or trusts in a tax-invalid part- 
nership, where the services rendered did not 





-1° Commissioner v. Tower [46-1 ustc { 9189], 
327 U. S. 280; Lusthaus v. Commissioner [46-1 
ustc { 9190], 327 U. S. 293. 

11 Carlton B. Overton [CCH Dec. 15,002], 6 
TC 304, aff’d [47-1 ustc ] 9292] 162 F. (2d) 155 
(CCA-2, 1947); William R. Kent v. Commissioner 
[48-2 ustc { 9379], CA-6, September 27, 1948. 
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qualify these individuals as partners, may 
be returned free of tax to the tax-conscious 
husband-father if the gift was not truly one 
in fact, regardless of the origin of the part- 
ner’s capital. If the gift was properly con- 
summated but the partnership suffered from 
the fact that the new partner’s capital con- 
tribution to it did not originate with him, a 
return of such capital might be attended by 
the payment. of a new gift tax despite the 
fact that one might have been paid originally. 
In this latter situation, the retransfer of 
capital may not be effected as readily as it 
was donated in the first instance. The wife 
may now be estranged; the minors will re- 
quire guardians; and the trusts will be in- 
volved in procuring releases of its creator, 
trustee and beneficiaries. 


Restoration of Sole Proprietorship 


Once having undone the tax-invalid part- 
nership, the sole proprietorship in the hus- 
band is restored. He and his wife can then 
invoke the new income tax-splitting features. 
On the other hand, he might want to perfect 
the gifted interest of his wife in his business, 
and even add to it, to avail himself of the 
new economy of the Revenue Act of 1948 
in gift and estate taxes. In the case of 
gifts from husband and wife to each other, 
one half of the gift is deducted. As a con- 
sequence, a donor may give his spouse, in 
cash or other assets, $6,000 instead of $3,000 
per year without incurring a tax. In addi- 
tion, he may give his spouse a $60,000 
tax-free interest in his business, with one 
half to consume his gift tax exemption and 
the other half to take care of his new marital 
deduction. On the assumption that in mak- 
ing these gifts to his wife, his purpose was 
to lighten his burdens and not to dispose of 
his property in contemplation of death, the 
husband’s gross taxable estate in the event 
of death is diminished not only by these 
gifts -but also by $120,000, because $60,000 
is his estate’s exemption and an equal amount 
is deductible under the new marital deduc- 
tion provisions. Thus, by taking advantage 
of the new gift and estate tax laws, a hus- 
band may give as gifts to his wife $60,000 
plus $6,000 per year for any number of years, 
and can transfer to her at his death an addi- 
tional $120,000 without tax. 


Another solution to or method of avoiding 
a tax-invalid partnership is to create two 
distinct businesses. One could be operated 
by the father-husband, who might equalize 
his income with his wife to reduce tax lia- 
bilities. The other could be conducted as a 


partnership or as a corporation by other 
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members of the family, in which situation 
the new provisions for equalizing income 
between spouses would also be applicable. 
This approach might be criticized by the 
Treasury on the score that the income of 
the second venture is rightfully imputable 
to the father-husband, but there should be 
little difficulty in refuting this charge if the 
two ventures deal with one another at arm’s 
length and the father-donor exercises no con- 
trol or dominion over the second business. 


Partnerships into Corporations 


Thus far we have concerned ourselves 
primarily with the tax merits of new corpo- 
rations as compared to those of new part- 
nerships and single proprietorships. Let us 
now address ourselves to the tax. problems 
attending the renewed vogue of transforming 
partnerships or single proprietorships into 
corporations. This conversion can ordinarily 
be achieved free of tax by complying with 
Code Section 112(b)(5). The requisites are 
that the single proprietorship or the partner- 
ship must own at least eighty per cent of 
the outstanding voting stock and of all the 
other classes of stock of the new corporation, 
and that the single proprietor’s or each 
partner’s stock and long-term securities in 
the new corporation must represent substan- 
tially an equivalent amount in assets includ- 
ing cash of the partnership.” 


Frequently, in the current rush to the 
corporate business entity, some tax consult- 
ants think, these indispensable tenets are 
violated in such a way as to render the 
transaction vulnerable to tax. This may be 
illustrated by the common practice of dis- 
solving the partnership and then having the 
individual partners exchange their propor- 
tionate assets for commensurate stocks and 
securities in the new corporation. A much 
safer procedure, these tax men contend, 
would be to have the partnership transfer 
some of its assets to a new corporation with 
an independent business purpose, in ex- 
change for stock in the corporation, and 
permit the partnership to survive the trans- 
action for at least several years. Equally 
competent tax specialists urge that it is im- 
material whether the partnership or the former 
partners of a dissolved partnership transfer the 
assets to the new corporation. 


When in the partnership agreement the 
ratio of the respective partners’ profits varies 
from that of their capital investments, ad- 





12 Gregory v. Helvering, supra; W & K Hold- 
ing Corporation [CCH Dec. 10,460], 38 BTA 830; 
Independent Oil Company [CCH Dec. 14,960], 
6 TC 194, 
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justments must be made without giving 
stock to offset the differences in profit-taking 
if the transaction’s tax exemption is cher- 
ished. Code Section 112(b)(5) requires 
that the transferors have substantially the 
same holdings in the new corporation as 
they had in the partnership. A correction 
for the discrepancy in the respective 
partners’ profits can be made by a rea- 
sonable adjustment in their salaries from 
the corporation. 


Keeping the partnership alive after the 
transfer of assets to the corporation affords 
other tax advantages. If the partnership 
is on an approved installment system for 
rendering tax accounts, it may continue to 
collect deferred income_at reduced tax rates; 
otherwise, the balances of the installments 
are all reportable in the one year of dis- 
solution, 


Moreover, the surviving partnership will 
be particularly advantageous if it has con- 
tingent and contested deductible liabilities. 
The individual partners will receive the 
benefit of these deductions. If the trans- 
feree-corporation acquires these types of 
liabilities, they must be capitalized. As a 
consequence, neither the old partnership nor 
the new corporation will have the benefit 
of the tax deduction. 

One very significant consideration in de- 
ciding whether the individual partners or 
the partnership itself should participate in 
the Code Section 112(b)(5) transfer to a 
new corporation, is the question of the tax 
values of the various assets conveyed to the 
new corporation. If the partnership, and 
not the individual partners, is the transferor, 
the tax values that the assets had for the 
partnership are retained by the corporation, 
according to Code Section 113(a)(8). On 
the other hand, if a dissolution of the part- 
nership is consummated prior to the Code 
Section 112(b)(5) transfer, partially dis- 
tributed assets, according to G. C. M. 20251, 
no longer have the tax values at which they 
were held by the partnership. In the hands 
of the partner, the tax value of the distrib- 
uted property is determined by reference 
to the basis of his interest in the firm. The 
tax value of the distributed property is 
the proportionate part of the partner’s inter- 
est which equals the ratio of the value of 
the distributed property to the value of the 
total firm property as of the distribution 
date. No profit or loss accrues to the part- 
nership. The general effect of the distribu- 
tion is to increase the tax value of appreciated 
properties, and thus minimize tax conse- 
quences in their subsequent sale. Conversely, 
the tax values of other properties are de- 
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pressed by the dissolution of the partnership, 
which upon disposition reduces losses, or 
might even result by chance in a taxable 
gain. There is no need to dissolve the 
entire partnership to effect these changes in 
the tax values of its assets. This tax result 
is achieved by the partnership’s effecting a 
partial distribution in kind. Hence, if the 
partnership rather than the partners was 
to organize the corporation, it would be 
advisable to determine which partnership 
assets should participate in the contemplated _ 
transfer. It is entirely a question of the tax 
values of the assets involved relative to their 
tax consequences upon later disposition, and 
also to the recovery of costs through depre- 
ciation allowances. 


Convinced that bonds are more attractive 
than shares for tax or business reasons, if 
the loan is essential, shall we saddle the 
partnership with the debt obligation before 
the tax-free exchange, or shall we encumber 
the transferee-corporation with it after 
the transfer? 


If the transferee-corporation in the pur- 
ported’ nontaxable exchange assumes, or 
takes subject to, an indebtedness of the 
transferor-partnership, under Code Section 
112(k), the latter must be able to establish 
an independent prior business purpose for 
becoming indebted, and the transaction must 
be free from the imputation of tax avoidance. 
Code Section 112(b)(5) prescribes as a 
qualification for the coveted tax-free ex- 
change that the assets be transferred solely in 
exchange for stock or securities. If some- 
thing else, such as “other property or 
money,” is received, Code Section 112(c) (1) 
holds that the transaction is ordinarily tax- 
able at capital gain or ordinary income tax 
rates on this extra property and money. 

Subjecting the newborn transferee-corpo- 
ration to an indebtedness in disproportion 
to its outstanding stock, without a legitimate 
business reason, might unwittingly render 
an otherwise tax-free transfer taxable, 
should some of the bonds be treated as 
capital contributions. 


Corporations into Partnerships 


The tax fashion in the war years was to 
convert corporations into partnerships so 
as to escape the impact of high corporate 
taxes. In a proper situation, such a proce- 
dure might still be indicated today, though 
the business-operating trend is in the oppo- 
site direction. 

Corporate assets cannot be conveyed 
tax free to a partriership or to a single pro- 
prietorship. In the process, the transferring 
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corporation does not subject itself to tax, 
however. The immediate consequence of 
such action is that upon the liquidation of 
the corporation the stockholders realize cap- 
ital gains or losses measured by the differ- 
ence between the fair market value (and not 
necessarily the book value), of the assets 
received and the tax value of the shares 
surrendered. 


In reality, the tax advantages of this 
procedure are several. In the event of a 
gain, where the assets have been held more 
than six months, the maximum effective rate 
for stockholders is but twenty-five per cent. 
In addition, these properties, upon their con- 
veyance by the former stockholders to the 
new partnership or single proprietorship, are 
transferred at stepped-up tax values. There- 
upon, if they be wasting assets, that much 
more than on the lower basis can be de- 
ducted as depreciation allowance each year. 
Moreover, whether they be wasting or non- 
wasting assets, the size of the future profits 
therefrom to the successor business vehicle 
is potentially diminished. 

On the other hand, the tax saving from 
the bargain twenty-five per cent maximum 
tax rate can be nullified in large measure 
if the Treasury. finds a valuable good will 


These taxes amounted to more than consumers spent last year 
for homes, new cars, new furniture, religious and charitable purposes, 
private education, medical care and death expenses. 
are spending a lower percentage of their incomes for consumption 
than in previous peacetime years. 
higher percentage of their incomes for savings, but the major factor 
in shrinking the proportion of income left for voluntary expenditures 
Even after the recent tax reduction, direct 
personal taxes equaled ten cents per dollar of income, or about three 
times the amount of the tax slice in 1929 and 1939. 

The National Industrial Conference Board also stated that “taxes 
and savings combined now account for about one of every six dollars 
received by individuals, while before the war only one of every 
fourteen dollars of income was allocated for these purposes.” 


is higher personal taxes. 


TOTAL OF DIRECT PERSONAL TAXES 


By the end of 1948, individual taxpayers will have paid nearly 
$125 billion in direct personal taxes since the beginning of the war, 
according to “Domestic Consumer Markets,” a chart prepared by the 
National Industrial Conference Board. 





and adds it to the assets of the corporation 
in dissolution. Under the A. R. M. 34 for- 
mula, the value of good will is computed by 
multiplying the earnings of a corporation 
by five or six after allowing eight per cent 
to ten per cent as an adequate return on 


tangible invested capital. Of course, the 
Treasury would be less apt to impose on a 
corporation a large good will valuation, if 
any, if the corporation actually had no good 
will, or if it was a personal service concern, 
or if the good will was attributable to the 
individual executives rather than to the cor- 
poration itself. Also, the abandonment of 
the corporation might lead to the loss of 
such nontransferable benefits as the discov- 
erer’s annual depletion deduction, based on 
fair market value rather than on the cost 
of coal, oil, gas or other natural resources; 
reduced merit rating for unemployment 
taxes in some states; and the carry-back and 
carry-over advantages. 


Finally, the added income from the new 
partnership or single proprietorship might 
cause the individual’s aggregate income to 
reach almost confiscatory surtax brackets. 
This is the primary reason that the partner- 
ship and the single proprietorship have lost 
tax popularity. [The End] 


Individuals 


They are setting aside a slightly 
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PURCHASE AND SALE 


of a Business or Its Assets 


By PAUL D. SEGHERS 


THE TAX PROBLEMS OF EITHER THE BUYER OR THE SELLER OFTEN 
ARE IMPORTANT FACTORS DETERMINING THE PRICE AND THE TERMS 


This article is based on an ad- 
dress by the author at the First 
Annual Pennsylvania Tax Institute 
and is reprinted from the Legal 
Intelligencer 


T= TAX PROBLEMS involved in a 
proposed purchase or sale of a business 
or its assets necessarily require giving care- 
ful thought to many factors not present 
in most tax cases. We are confronted 
with the problem of discovering the best 
means to accomplish the essentials of a 
desired objective, and must, therefore, con- 
sider the various methods that appear avail- 
able in the circumstances. It is obvious 
that giving advice on the best method of 
procedure in the case of a proposed trans- 
action presents many more and greater dif- 
ficulties and dangers than dealing with past 
events. On the other hand, such work 
presents an opportunity for the practitioner 
to render constructive assistance of the 
greatest value. If you learn that one of 
your friends or clients is about to engage 
in negotiations for the purchase or sale of 
a business or its assets, the sooner you 
have an opportunity to make suggestions 
the better, as experience shows that those 
involved in such deals are very likely to make 
up their minds or commit themselves to 
certain steps very early in their negotiations. 
As a result, they may be unwilling to accept 
certain suggestions—either because they 
don’t like to make a change in plans, or 
because they feel they are morally, if not 
legally, committed. Hence, you are doing 
a favor to your client in warning him to 
“stop, look and listen” before he proceeds. 


Whether you are representing the buyer 
or the seller, you must consider the tax 
problems of both: a tax saving to the 
buyer may help the seller get a better price; 
a tax advantage for either party to the sale 


Purchase and Sale of a Business 


may result in a more advantageous price 
for the other party. Although the inter- 
ests of buyer and seller frequently conflict, 
your task is to resolve that conflict in such 
a way that for every advantage gained by 
the other party your client receives a com- 
pensating advantage. You cannot decide 
in advance what is the best method to use 
in buying or selling a business. You must 
consider all the factors and then determine 
what their effect would be. The tax factors 
are very numerous; and, of course, many 
problems of other types must also be con- 
sidered. The tax problems to be solved 
may be grouped under three headings: 


(1) What is to be sold? All or a portion 
of the assets of the business, or the business 
as a unit? 


(2) Who is to be the seller? That is, 
who will be the owner at the time of sale— 
a sole proprietor, one or more partners, a 
partnership, a corporation or the stockholder- 
distributees of a liquidated corporation? 


(3) How is the price to be fixed and how is 
it to be paid? Will it be a fixed amount 
or partly contingent? Will it be paid ina 
lump sum, in either fixed or contingent 
installments, or in the form of a stock 
interest in the business sold? 


Under these questions may be grouped 
many different possible steps and many 
different factors that must be considered 
in deciding on the best course of action— 
the best series of steps in carrying out the 
sale of a business or a sale of all or sub- 
stantially all of the assets representing a 
business. In many cases your choice of 
method is limited, as certain steps may be 
essential and others absolutely impractica- 
ble. But a careful. study will usually dis- 
close some latitude, permitting you to work 
out a deal which, if not the most advan- 
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tageous that could be devised for the party 
you are representing, will work out to the 
best advantage of both parties. You can- 
not always obtain all the advantages for 
your principal alone; the other party is 
looking out for himself,.too. You will 
generally reach the point where you must 
look at both sides to see how you can 
work out the details of the transaction 
for the best advantage of both parties. 


In making the decision as to the steps 
to be taken, it is helpful to list all the 
moves that are theoretically possible, to 
eliminate those that are unacceptable and 
then to consider the tax effect of those 
remaining. 


What Is to Be Sold? 


The first question is: What is to be 
sold? Perhaps it is to be all or a portion 
of the assets of the business, perhaps all 
or a portion of the business as a unit. In 
addition, the buyer may want noncompeti- 
tion or secrecy agreements from the seller 
and the seller’s key personnel, and may 
wish to retain the services of some of these 
employees. He may also wish to continue 
to enjoy the patronage of or other business 
relations with the seller. All these elements 
may affect the form .of the sale, the pro- 
visions of the sales contract, the price to 
be paid and the method of paying it. 


If assets are sold, there is usually a con- 
flict of interests between buyer and seller. 
For the purpose of considering this prob- 
lem, the assets may be grouped as follows: 
(1) inventories; (2) depreciable property; 
(3) other assets, such as securities and 
land; and (4) intangibles having an 
indefinite life, such as good will. The seller 
wants as much as possible of the sales 
price allocated so that it will result in 
capital gain, and the buyer wants as much 
as possible of his purchase price allocated 
so that he will recover it quickly through 
deductions for tax purposes. 


If the property sold consists of a busi- 
ness as a unit, that unit may be in the 
form of all or part of the stock of a cor- 
poration, an interest in a partnership or the 
entire partnership interest as a whole, or 
perhaps a sole proprietorship. It is doubt- 
ful whether a sole proprietorship may be 
regarded as a unit. The weight of the 
decisions is to the effect that the property 
of a sole proprietorship will be treated 
separately, the sale of the inventory giving 
rise to ordinary income; capital assets, to 
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capital gains; and depreciable assets, to capital 
gain or ordinary loss, as the case may be. 


What Does Seller Want? 


The person who actually owns the assets, 
disregarding the fictional veil of separate 
ownership thrown about a group of assets 
owned by a corporation, wants to avoid a 
double tax or obtain a double tax benefit, 
if possible, upon the sale of the business. 
If the value (that is, the selling price) of 
the assets is greater than their tax basis 
in the hands of the corporation that owns 
them, it is obviously better, from the seller’s 
standpoint, to sell the stock of the cor- 
poration than to sell its assets, as there 
would otherwise be a double tax, first on 
the corporation and then on the stock- 
holders. If the value, that is, the asking 
price, of the assets is less than their tax 
basis, the seller usually will find it better 
to have the corporation sell the assets. If 
an ordinary loss is realized on such a sale, 
that loss may reduce the current profits of 
the corporation. It may give the cor- 
poration a net operating loss carry-back 
that could result in an income tax refund. 
It might even result in an unused excess 
profits credit carry-back. That may seem 
like ancient history, but a sale in 1948 can 
still produce an excess profits tax refund 
based on such a carry-back. 


At this point it might be mentioned that 
the Tax Court has decided im Wier Long 
Leaf Lumber Company’ that a corporation 
is not a corporation if it is a corporation 
in liquidation, so far as obtaining an un- 
used excess profits credit carry-back is con- 
cerned. Despite this decision, the possibility 
of such a carry-back should be kept in 
mind. In order to preserve the right to 
this tax advantage, it may be necessary to 
keep the corporation alive. To the extent 
that the sale of the assets by the corpora- 
tion results in a capital loss, the only tax 
benefit of such a loss would be the off- 
setting of any current or future capital 
gains it might have. 


In order to obtain the best possible price, 
the seller wants to preserve all tax benefits 
that the business might enjoy, including 
carry-backs. This may necessitate keeping 
the corporation alive. In view of the Wier 
Long Leaf Lumber Company decision, it now 
seems dangerous to commence to liquidate 
a corporation if the seller wishes the benefit 
of an unused excess profits credit. By keep- 
ing the corporation alive, the seller may 





1 [CCH Dec. 16,157] 9 TC 990 (acq.). 
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escape tax on bad debt and tax recoveries 
which would be taxable, in one way or an- 
other, to the buyer of the assets. 


The seller may be entitled to future deduc- 
tions because of amortized bond discount 
and other deferred expenses, the benefit of 
which might be lost by the buyer in case of 
a sale of the assets. In a recent case,’ 
however, the unamortized portion of bond 
brokerage fees was allowed as a deduction 
to a corporation in dissolution on the theory 
that when the bonds were assumed by 
the distributees, the intangible asset lost its 
value and therefore could be taken as a 
deduction at that time. 


If the assets are sold, the seller wants 
to be taxed on the profit only at the 
capital gain rate, as far as that is possible; 
or, if a portion of the profit must be taxed 
at ordinary income rates, he wants to keep 
that portion at the minimum. At this point 
the question of allocating the proceeds of 
the sale is involved and the interests of the 
seller and the buyer are in conflict. 


The seller wants to preserve the right to 
all possible deductions. In some cases a 
seller may lose the benefit of deductions on 
account of unpaid and accrued expenses, 
without the buyer’s obtaining any com- 
pensating benefit. This might occur where 
the seller is on the cash basis. The seller 
may want to avoid immediate tax on the 
income represented by uncollected install- 
ment accounts receivable. Where a busi- 
ness that has been reporting its income on 
the installment method disposes of its 
installment accoiints receivable, the pre- 
viously untaxed income is immediately 
taxed. Hence, the sale of the assets of the 
business will precipitate an immediate tax 
on these unrealized profits, while a sale 
of the business as a unit will not. The 
seller wants to preserve the tax advantages 
of the original ownership of life insurance 
policies. The buyer would be taxed on any 
gain on purchased life insurance policies 
as ordinary income, not even as capital 
gain, whereas the original holder of the 
policy would entirely escape tax on the 
proceeds if they were received as a result 
of the insured’s death. 


In some cases it is necessary for the 
seller to preserve the existence of assets 
which cannot be transferred to any other 
entity. This might be true of franchises, 
leases or other contracts which, by their 
terms, are not transferable. 





2 Longview Hilton Hotel Company [CCH Dec. 
15,962], 9 TC 180. 
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The seller wants to minimize the expenses 
of making the sale, such as expenditures 
for deeds and- conveyances, recording fees, 
legal fees and stamp taxes. This is not a 
major consideration, but we have known 
cases in which it was a very subtantial 
factor in determining whether to sell the 
stock or the assets. The seller wanted to 
sell the stock, while the buyer wanted to 
buy the assets; and the seller argued that 
he did not want to sell the assets because 
that method involved a great deal of trouble 
and expense. It is true that the sale of 
assets may involve quite substantial ex- 
pense and trouble compared with the nomi- 
nal amount of transfer stamp taxes on a 
sale of stock. 


If the corporation owns assets that have 
a greater value (present selling price) than 
their tax basis, and the stockholders cannot 
persuade the buyer to take the stock, the 
stockholders may decide to distribute the 
property to themselves as stockholders and 
then, as individuals, sell the property to the 
buyer. The dangers of such a plan will be 
discussed later. 


What Does Buyer Want? 


The buyer wants a number of tax advan- 
tages. He wants quickest recovery of his 
costs through deductions for tax purposes. 
If he buys the assets, he wants the largest 
possible portion of the total price allocated 
to assets in the following order: 


(1) To inventories, since the buyer can 
recover the cost as soon as the goods are sold. 


(2) To depreciable properties, especially 
those having a short life, since the buyer 
recovers the cost through depreciation 
deductions over the life of such assets. 


(3) To intangibles that have a fixed life 
and can therefore be depreciated. 


(4) To other assets, such as securities 
and land. These are next to the last in order 
because the buyer will not recover any of 
his investment in such assets until their 
disposition. 


(5) To good will. The buyer wants as 
little as possible of the purchase price as- 
signed to good will because that has an 
indefinite life and he cannot recover his 
investment in this asset as long as the 
business remains in existence. 


A buyer, especially a corporate buyer, 
does not want to pay a premium when 
purchasing the stock of a corporation. By 
premium is meant any excess of the purchase 
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price over the tax basis of the net assets of 
the corporation. One way of avoiding the 
usual tax disadvantages in such a case is 
illustrated in the Koppers Coal Company 
case. That company bought the stock of 
another corporation but was able to con- 
vince the Tax Court that, in effect, it 
had bought the assets. This case is very 
unusual. We are quite accustomed to see- 
ing the taxpayer forced to pay taxes on the 
basis of what he might have done instead 
of what he did, but in this case the taxpayer 
was allowed a tax advantage on the basis of 
what he might have done instead of what 
he really did. 


The buyer objects to buying stock where 
there is a large earned surplus. That is to 
say, the buyer usually wants to buy the 
assets rather than the stock because the 
earned surplus presents several tax dis- 
advantages in such a case. When paid out, 
it would be taxed to the buyer as dividends. 
Even if it is paid to another corporation, 
and hence is subject to the eighty-five per 
cent credit, there is a penalty since the buyer 
will have to pay a tax on income represented 
by distributions from surplus for which he 
has paid. A large earned surplus in such a 
case may also increase the danger of liability 
to the Section 102 penalty tax. 


Possible ways to avoid the tax disadvan- 
tages of a large purchased surplus include 
the use of consolidated returns so as to 
receive dividends without being taxed there- 
on. This method, however, presents the 
danger of the two per cent penalty. Liqui- 
dation is another way out, but such a step 
might result in losing certain tax benefits if 
Section 129 should be applicable to the 
subsequent acquisition of these assets. 


It must be remembered that any portion 
of the premium paid for stock that is repre- 
sented by the excess of the price paid for 
the stock over the statutory basis of the 
assets of the corporation cannot benefit a 
corporate buyer in any way if the corpo- 
ration so acquired is liquidated under the 
provisions of Section 112(b) (6). 


The buyer wants the full tax benefit of 
any losses or tax deductions that may flow 
from the business acquired. For instance, 
if a business that is just starting is pur- 
chased, the purchaser may prefer to buy 
the assets and carry on the operations of 
the business as a part of its other oper- 
ations, to be able to take as current deduc- 
tions its expenditures for development, sales 
promotion, advertising, etc. In such a case 


* [CCH Dec, 15,179] 6 TC 1209. 
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a corporate buyer would prefer not to pur- 
chase the stock of the corporation carrying 
on the business to be acquired since the 
buyer would thereby be unable to take 
these deductions against its other income 
unless it elected to file a consolidated return. 


The buyer may want to buy the stock of 
the seller’s corporation rather than its 
assets if the tax basis of the assets is 
greater than the price of the stock and if 
the buyer can preserve and obtain the bene- 
fit of that basis. If liquidation under Sec- 
tion 112(b) (6) is planned, however, the 
buyer must carefully consider the possibility 
of losing those benefits by reason of Section 
129, which section is intended to prevent 
the obtaining of tax advantages through cor- 
porate acquisitions of corporate stock or 
other property.‘ 


The buyer wants to preserve tax ad- 
vantages such as carry-backs and carry- 
forwards. For example, if by acquiring 
the stock the buyer can obtain a tax ad- 
vantage not denied under Section 129, it is 
better to do this than to buy the assets at 
the same price. The buyer may similarly 
be interested in benefiting from tax-exempt 
recoveries of bad debts and taxes, tax- 
exempt proceeds of life insurance policies, 
or deductions for unamortized expenses. 


The buyer wants the benefit of current 
deductions for any payments made for the 
services of the seller or any of the seller’s 
personnel, for noncompetition agreements, 
or for similar purposes. In one case® the 
buyer acquired from the seller, along with 
the assets of the business, an agreement by 
the seller to buy certain goods from the 
buyer of the assets. When the case came 
to trial, the price paid for the tangible 
assets was stipulated; therefore, the buyer 
had only to prove the total price paid for 
the tangible assets and the agreement in 
orde: to prove the cost of the agreement. 
Since it was a five-year agreement, the 
buyer was allowed to write off its cost over 
the five-year period, taking one fifth of such 
cost annually as a current deduction. If 
the buyer had attempted to prove how 
much he had paid for the contract, without 
having first obtained such a stipulation, he 
might have had a very difficult task. 


The buyer wants to avoid tax disadvan- 
tages such as the possible penalties under 
Section 129 of the Code. The provisions of 
this section should be carefully checked 


4 Regulations 111, Sections 29.129-1 to 129-5. 
5 Pennsylvania Salt Manufacturing Company 
[CCH Dec. 5827], 18 BTA 1148. 
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wherever there is a purchase of corporate 


stock or assets by another corporation, 
especially where it is intended to liquidate 
the purchased corporation. 


If there are noncompetition agreements 
given by the seller to the buyer, the amount 
received by the maker of the agreement as con- 
sideration therefor is taxable as ordinary 
income. The buyer may take deductions 
for such payments if he is able to establish 
that they really are for noncompetition 
and do not actually constitute a portion 
of the price paid for other assets. 


A tax-reduction device used .very fre- 
quently in recent years is to lease back to 
the seller all or a portion of the property 
sold, or to retain ownership of certain 
assets and lease them to the buyer of the 
other assets. In some such cases, what 
may be in fact a portion of the sales price 
is treated as rent and taken as a current 
deduction by the lessee. Such plans serve 
to point up a warning as to one of the 
dangers to be avoided in planning the 
method of effecting any purchase or sale 
of assets. When the nature of a payment 
is falsely stated, there is danger of incurring 
the penalties for perjury, as well as for 
fraud, if so reflected in a sworn income tax 
return. Another quite different danger is 
that the. Bureau, with the support of the 
courts, may translate a transaction which is 
perfect in form for the purpose of accom- 
plishing the desired .result, into what is 
really another form, so as to create a tax 
liability where none exists under unambigu- 
ous provisions of the Internal Revenue 
Code. In such cases the inequity is on the 
part of the Bureau representatives. 


Where the business is sold as a unit, the 
buyer may fear undisclosed tax liabilities 
and other unknown liabilities. That is often 
one of the strongest objections raised by a 
prospective buyer where the seller wants 
to sell the business as a unit—for example, 
by selling the entire capital stock of the 
corporation that operates the business. This 
objection can be fully answered by having 
the seller give adequate guaranties of the 
amount of liabilities involved, agreeing that the 
buyer will not be held responsible for any 
undisclosed liabilities. If desired, such a 
guaranty may be secured by the deposit 
of funds or securities under an escrow 
agreement. 


Where the sale is that of a business as 
a whole, the decisions generally recognize 
the business of a partnership or a partner- 
ship interest as a unit, constituting a single 
capital asset.® j 
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However, the decisions* are generally 
against considering a sole proprietorship as 
a single unit. In the case of the sale of a 
business by a sole proprietor, he is taxable 
on the gain from the sale of each class of 
assets separately, gain on ordinary assets 
being taxable at ordinary income rates and 
any gain or loss on capital assets or depreci- 
able assets being taxable as such. 


Who Is to Sell? 


We next consider who is to be the seller. 
The owner of the property is, of course, 
known at the time the problem is first 
presented; but the owner at the time of 
the sale is not necessarily the same person. 


If the original owner is a sole proprietor, 
and sale of his business would subject him 
to a large amount of tax at ordinary in- 
come rates on the sale on noncapital assets, 
it might be possible for him to obtain 
the benefit of the capital gains provisions 
of the law by first transferring all his busi- 
ness assets to a corporation formed for that 
purpose, and thereafter selling the stock of 
that corporation. In one recent case,® the 
holding period of capital assets acquired 
in exchange for noncapital assets in a tax- 
free exchange was held to include the hold- 
ing period of such noncapital assets. In 
attempting to effect a sale by the method 
suggested, however, there is the danger 
that the Bureau may successfully maintain 
that the seller should be taxed on what 
he could have done instead of on what he 
actually did. In the Seminole Flavor Com- 
pany case,® however, the court sustained 
the rights of the taxpayer against the efforts. 
of the Bureau to collect a tax on such 
grounds. 


In that case the government sought to 
disregard what had actually been done and 
to tax the corporation on the theory that 
it could have done the business which was. 
done by a partership composed of its stock- 
holders. In rejecting this attack, the court 
said that the taxpayer had a right “by a 
real transaction to reduce its tax burden.” 
All of us have trouble with attempts of 
the Bureau to collect taxes on the basis of 





6 Allan S. Lehman [CCH Dec. 15,457], 7 TC 
1088; aff’d [48-1 ustc 9121] 165 F. (2d) 383 
(CCA-2, 1948); cert. den. 68 S. Ct. 1085. 

™See Williams v. McGowan [46-1 ustc { 9120], 
152 F. (2d) 570 (CCA-2, 1945). However, for 
principles which might be helpful in establish- 
ing that a business unit constitutes a capital 
asset, see Arkay Drug Company and Merit Drug 
Company [CCH Dec. 14,234(M)], 3 TCM 1194. 

® Commissioner v. Gracey et al. [47-1 ustc 
9154], 159 F. (2d) 324 (CCA-5, 1947). 

® (CCH Dec. 14,511] 4 TC 1215. 
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what the taxpayer might have done instead 
of on what he actually did. The Seminole 
Flavor Company case offers encouragement 
to the taxpayer seeking to maintain his 
rights to be taxed on the basis of what he 
did instead of on what he might have done, 
although, unfortunately, in many cases the 
court has sustained the Bureau in its con- 
trary position. 


If the property is owned by a partnership, 
the question arises as to whether the part- 
ners should sell their interests, the partner- 
ship should sell the assets, or the 
partnership should distribute the assets to 
the partners and let them sell the assets. 
As previously mentioned, it has been held 
that an interest in a partnership constitutes 
a capital asset. It is likewise to be remem- 
bered that the bases of assets in the hands 
of a partnership are not necessarily the 
same as the ‘bases these assets would take 
in the hands of the partners, even though 
the distribution of such assets to the part- 
ners would not give rise to taxable gain or 
loss. Keeping these factors in mind, we 
can see that no decision as to the method 
to be used in effecting the sale in such a 
case can be reached until tentative compu- 
tations of the tax resulting from each 
method have been made. 


Where the corporation is the owner of 
the assets, a sale by it may result in a 
double tax if there is a gain, or a double 
deduction if there is a loss, as compared 
with the tax result if the assets are first dis- 
tributed to the stockholders and then sold 
by them. The danger in attempting to 
effect a sale by the latter method is that 
the Bureau may successfully maintain that 
the transaction actually constituted a sale 
of the assets by the corporation and the 
subsequent distribution of the proceeds to 
the stockholders constituted a dividend. 
This is the effect of the decision of the 
Supreme Court in the Court Holding Com- 
pany case.” It is likewise the effect of 
the decision of the court in the Fairfleld 
Steamship Corporation case.“ In that case, 
even though the court issued an addendum 
modifying its original opinion, it sustained 
the Bureau. It is hard to avoid the con- 
clusion that the court was not only wrong 
the first time, but also wrong the second 
time in denying to the taxpayer the bene- 





10 [45-1 ustc 9215] 324 U. S. 331. 

11 [46-2 ustc {| 9322] 157 F. (2d) 321. 

2 Acampo Winery & Distilleries, Inc. [CCH 
Dec. 15,345], 7 TC 629; Louisville Trust Com- 
pany v. Glenn [46-1 ustc { 9233], 65 F. Supp. 
193; Howell Turpentine Company v. Commis- 
sioner [47-1 ustc { 9281], 162 F. (2d) 319 (CCA-5, 
1947), rev’g [CCH Dec. 15,016] 6 TC 364. 
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fits of the unequivocal provisions of Sec- 
tion 112(b) (6). 


Fortunately, in three recent tax cases” 
the stockholders were successful in main- 
taining that the sale of the property was 
made by them and not by the corporation 
which distributed the property to them in 
liquidation. In these cases the government 
sought first to tax the income to the cor- 
poration and then to tax the stockholders 
on the amount they received. The stock- 
holders, however, were successful in avoid- 
ing the burden of double taxation. The 
corporation was not taxed on the income 
that it would have realized if it had sold 
the property; and the stockholders were 
taxed only on the capital gains realized by 
them, measured by the excess of the value 
of the property distributed to them over 
the basis in their hands of the shares of 
stock with respect to which they received 
this distribution. The stockholders had 
been very careful to take the necessary 
steps to prove that the sales were nego- 
tiated and effected by and for their benefit 
as individuals, and not by or for the benefit 
of the corporation. Public offerings by the 
stockholders of the property they had re- 
ceived from the corporation were helpful. 
These cases should be studied carefully by 
anyone intending to put into effect a plan 
for the liquidation of a corporation and the 
subsequent sale by the stockholders of the 
assets so distributed to them: 


In two unusual” cases™ the courts 
treated purchases of stock as though the 
buyers had actually bought the assets of 
the corporation instead of shares of their 
capital stocks. These decisions were based 
on the theory that the buyer actually in- 
tended to acquire the assets rather than the 
stock of the corporation. Such a conten- 
tion was denied, however, in the case of 


Gendron Wheel Company v. U. S.* 


In many instances stockholders wish to 
liquidate their corporation and_ subse- 
quently organize a new corporation to 
carry on the same business. In such a case 
the stockholders would pay a tax on any 
resulting gain at the capital gains rate, but 
the new corporation would receive the bene- 
fit of a “stepped-up” basis for the assets, 
provided that the Bureau does not success- 
fully attack the transaction. The danger 
here is that the Bureau may successfully 





13 Ashland Oil & Refining Company v. Com- 
missioner [38-2 ustc { 9580], 39 F. (2d) 588 
(CCA-6, 1938); Koppers Coal Company, supra, 
footnote 3. 

14 [38-2 ustc { 9581] 100 F. (2d) 57 (CCA-6, 
1938). : 
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maintain that in such a case there has in 
reality been only a reorganization, and 
that any of the assets retained by the stock- 
holders constitute a distribution taxable to them 
as a dividend at ordinary income tax rates. 


In one situation the problem is not who 
is to sell, but rather who is to buy. Where 
one stockholder wishes to acquire the in- 
terest of another stockholder in a closely 
held corporation, the desired result often 
can be obtained by having the retiring 
stockholder sell his shares to the corpo- 
ration. This simple and rather obvious 
method appears to have been overlooked 
by the taxpayer in a recent case” which 
vividly illustrates the importance of making 
a careful study of the tax results of any 
proposed unusual transaction before carry- 
ing it out. 


How Is Price Fixed? 


In many instances an agreement pro- 
viding for a portion of the price to be 
paid in annual installments, the amounts 
of which are based on the purchaser’s sales 
or profits, presents both tax and business ad- 
vantages. In one situation it is possible 
to effect a sale in a way which is very 
advantageous to both buyer and seller. 
Where some depreciable asset, such as a 
patent, is sold, it has been held that the 
sale gives rise to a gain which may be 
taxed as a capital gain even though the 
sales price is not fixed, and even though 
the seller receives what are in effect royal- 
ties over a period of years, depending on 
the volume of the buyer’s sales. In such 
a case the seller may obtain the benefit of 
reporting a capital gain, and the buyer may 
obtain an immediate deduction for the an- 
nual payments he is required to make. 
That was the situation in the case of 
Associated Patentees, Inc.® The case was 
first tried on the basis of the buyer’s theory 
that it was entitled to deduct such pay- 
ments currently as expenses. The Tax 
Court rightly held that the payments had 
been made for the acquisition of an asset 
and therefore were not deductible as ex- 
penses. The attorney who handled the 
case, Howe P. Cochran, was smart enough 
and persistent enough to ask for and suc- 
ceed in obtaining a rehearing. He admitted 
that the court was right in holding that 
these payments constituted capital expen- 





6H, F. Wall v. U. S. [47-2 ustc { 9395], 164 
F. (2d) 462 (CCA-4, 1947). 

1% [CCH Dec. 13,464(M)] 2 TCM 718; on re- 
— [CCH Dec. 14,440] 4 TC 979 (acq. 1946-1 

B: i). 


Purchase and Sale of a Business 








ditures, but argued very cleverly, forcefully 
and successfully that since the amount of 
the annual payments to be made in the 
future could not be foretold in any way, 
no method of depreciating the cost of the 
capital assets so acquired would result in 
the reasonable deduction allowed by Con- 
gress, except the allowance of the full 
amount of the annual payment as part of 
the annual depreciation deduction. Here is 
the situation of a buyer who is allowed the 
amount of the installments as deductions 
year after year, while the seller pays tax on 
his gain only at the capital gains rate. There 
are also other situations in which a method 
of fixing the price so that its ultimate amount 
depends on future events may be very advan- 
tageous, from the tax and business stand- 
point, to either buyer or seller, or to both. 


How Is Price Paid? 


Where the sale of a business or its assets 
can be brought within the scope of one of 
the provisions of Section 112(b), the seller 
may be able to obtain valuable securities 
in payment, just as good as cash in the 
bank, and yet pay no immediate tax on 
the gain so realized. Such a method of 
effecting a sale not only benefits the seller 
by postponing tax on his gain until the 
securities so received are disposed of, but 
may also be advantageous to the buyer, 
since the buyer conserves cash and, in some 
instances, may obtain a better basis for 
the assets so acquired where the basis of 
these assets in the hands of the seller is 
greater than the sales price. 

Where payment is to be made in install- 
ments over a period of time, it may be 
desirable for the seller to compute and 
report his gain on the installment basis. 
It is outside the scope ofi this discussion 
to argue the advantages of such reporting 
and the limitations on the use of this 
method. It might be mentioned, however, 
that where the seller disposes of the assets 
as such, it may be possible to obtain pay- 
ment in full for certain assets and thereby 
reduce the percentage of the cash payment 
applicable to the assets with respect to 
which the seller wishes to obtain the benefit 
of the installment sales provisions of: the 
Internal Revenue Code. It might also be 
mentioned that there are times when it may 
be desirable to postpone a sale—for instance, 
from the close of one year to the beginning 
of another year. 

As previously mentioned, where a pur- 
chaser of the assets makes additional pay- 
ments for services or other benefits to be 
obtained in the future, such payments will 
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constitute ordinary income to the recipient. 
For this reason, an individual ordinarily 
will not wish to receive a lump-sum pay- 
ment for future services or for any other 
consideration that will give rise to ordinary 
income, but will prefer to receive payment 
in installments over the period of time 
covered by the agreement. In some cases 
the person to receive such payments may 
want to have them secured by a deposit of 
funds or securities in escrow. If such a 
plan is adopted, care should be taken to 
make sure that the entire amount so 
deposited in escrow is not taxable to the 
one for whose benefit the deposit is made. 


Another advantage of making a sale with 
a portion of the price payable in annual 
installments is that the installments may 
be calculated in such a manner as to include 
an amount in lieu of interest. Neverthe- 
less, if the price is stated as a lump sum 
and there is no specific reference to interest, 
the seller may be able to treat the entire 
amount of the installments as proceeds of 
the sale, and thereby pay only a capital 
gains tax on the entire gain, including the 
portion of the proceeds which compensate 
for the failure of the buyer to pay any 
interest on the deferred installments of the 
sales price. Such an arrangement is, of course, 
usually against the interest of the buyer. 


Procedure 


It has been found a desirable procedure, 
when you are consulted on the tax prob- 
lems involved in the sale or purchase of a 
business, to sit down with your client, get 
the story from him as fully and clearly as 
he can give it to you, and immediately 
dictate as complete a memorandum as you 
can on the basis of the facts you have 
heard. In this memorandum you should 
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state the tax questions presented as you 
see them, discuss those questions and what 
they involve, and state your preliminary 


conclusions. It is usually desirable to draw 
graphic charts, showing all the elements of 
the proposed transactions and the flow of 
the proposed steps. Such charts are an 
éxcellent working tool, affording a very 
good way to visualize the whole situation. 
When all this is done, you will have a 
rough draft of your report. Then check it. 
Let the client read it. Verify every vital 
fact yourself, or else obtain a definite veri- 
fication from the client so that you will 
not be responsible for the accuracy of any 
statement you have not personally verified. 
Then, when you are sure you have all the 
facts and that the facts are correctly stated, 
you may revise your draft a half-dozen 
times before you are satisfied with it. Many 
different methods of effecting the trans- 
action may be discussed and discarded 
before you write your final report. This 
final report may be put in the same form 
as the preliminary memorandum. This 
time, however, instead of a haphazard state- 
ment of some of the facts, it will be an 
orderly presentation of all the pertinent 
facts. Your report may contain a simple 
statement of a suggested course of action 
and its tax effect, or it may set forth two 
or three apparently desirable methods and 
fhe tax effects of each. You will usually 
include in your report a discussion of these 
recommendations, and you may find it ad- 
visable also to include one or more graphic 
charts. Not only will such a procedure 
give the client what he wants and needs, 
but the preparation of such a report will 
assist in working out the details of the 
steps to be taken in effecting the trans- 
action in the most advantageous way and 
afford a safeguard against costly errors. 


[The End] 
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The Administrative Phase 





of. Tax Practice 


By JOSEPH M. JONES . . . IN THESE TAX-HEAVY TIMES EFFICIENT 


ADMINISTRATION ASSUMES ADDED SIGNIFICANCE. BECAUSE OF THE 
INCREASING EXPENDITURES OF OUR GOVERNMENT, IT IS NOT LIKELY 


Reprinted from the 
Selden Society Quarterly 


We fervent lip service is frequently 
paid to the ideal of tax equity, the orator 
and the average citizen alike generally over- 
look the importance of able administration 
in achieving tax equity. Despite his lack 
of positive interest in the subject, however, 
the average citizen is embittered by evidence 
that taxes are being administered unfairly. 
The weight of public opinion bears heavily 
upon any administrative agency which ac- 
quires the reputation of being discrimina- 
tory or arbitrary. The average citizen 
resents unfair treatment not only for him- 
self but for his neighbor as well, and he 
resents preferential treatment of others. 
Efficient administration is necessarily 
based upon the degree of reasonable ob- 
jectivity which will create and sustain the 
confidence and approval of the public. This 
is particularly true in the complex field of 
federal tax administration. It should be 
remembered at all times that administrative 
agencies are essential features of our com- 
plex economic society, and it is idle to 
rebel against them or to protest what is so 
readily condemned as “red tape.” Likewise, 
it should be kept in mind that for an 
agency such as the Bureau of Internal 
Revenue to sustain the confidence of the 
public generally, it must function objec- 
tively; and it is foolish, in general, to expect 
to settle a tax case through “personal” contacts. 
On paper the Bureau of Internal Revenue 
is merely a part of the Treasury Depart- 
ment, but it is now larger than many 
departments of the federal government. 


Administrative Phase 


THAT TAXES CAN BE DECREASED MUCH, IF AT ALL 





Without doubt, its operations affect directly 
more individuals and more businesses than 
do ‘those of any department. In these 
tax-heavy times efficient administration 
assumes added significance. Because of the 
increasing expenditures of our government, 
it is not likely that taxes can be decreased 
much, if at all. They should, however, 
be collected as equitably and as conveniently 
as possible. This can be done only by 
an adequate and well-trained staff. 


As recently pointed out by the Tax 
Institute, the government and the taxpayer 
will have to live with each other for a long 
time and in a very intimate manner. It 
is important that a smooth working re- 
lationship be established between them. 
There is no real conflict of interest between 
the administrative official and the taxpayer. 
It is the responsibility of the administrative 
official to collect from each taxpayer as 
expeditiously and painlessly as possible the 
exact amount of tax that is due under 
the law. It is no less to the advantage 
of the honest taxpayer that this be done. 
Delays, uncertainty, friction and tax eva- 
sion are mutually injurious. 


It is worthy of notice in this connection 
that the first rule of instructions to the 
Technical Staff reads as follows: 


“The Staff conferee shall bear in mind 
that an exaction by the United States 
Government, which is not based upon law, 
statutory or otherwise, is a taking of prop- 
erty without due process of law, in violation 
of the fifth amendment to the United States 
Constitution. The conferee, in his con- 
clusions of fact or application of the law, 
shall hew to the law and the recognized 
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standards of legal construction. It shall 
be the duty of the conferee to determine 
the correct amount of the tax, with strict 
impartiality as between the taxpayer and 
the Government, and without favoritism 
or discrimination as between taxpayers.” 
It is to the interest of the government 
and the public generally that this basic 
rule of practice be followed. 


Advisory Group’s Recommendation. 


On January 27, 1948, the Advisory Group, 
appointed by the Congressional Joint Com- 
mittee on Internal Revenue Taxation, pur- 
suant to Public Law 147 of the Eightieth 
Congress, to investigate the Bureau of In- 
ternal Revenue, rendered its report. After 
commending the Bureau generally for its 
high standards of integrity, the letter of 
transmittal concluded with this pertinent 
paragraph: 


“Bureau-taxpayer relations can be im- 
proved by de-emphasizing additional reve- 
nue as a criterion of proper enforcement 
and making correct determination of tax 
liability the goal of all investigational effort. 
The Bureau of Internal Revenue is the 
most vital direct link between the citizen 
and his Government. Standards of in- 
tegrity, competence, absolute fairness, and 
performance should nowhere in the Govern- 
ment service be higher than in the Bureau. 
The attainment and maintenance of those 
standards cost money—a great deal of 
money. The alternative, however, cheap 
tax administration, costs, in the long run, 
more than any nation can bear.” 


While the Advisory Group recommended 
various reforms in the organization and 
methods, it strongly urged a_ substantial 
increase in appropriations in the belief “that 
a substantial increase in over-all enforce- 
ment activities of the Bureau is clearly 
in the interest of the country.” The 
American Bar Association Section on Taxa- 
tion has endorsed similar proposals in the 
recent past. 
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Perhaps the first tangible result of the 
Advisory Group’s report was the announce- 
ment by the Treasury Department on July 
2, 1948, that a committee had been ap- 
pointed to direct management studies of 
the Bureau with the view of improving 
its efficiency. At the present time the com- 
mittee is composed of top career men 
within the Bureau. The Committee on 
Bureau Practice and Procedure, Section 
on Taxation, of which I am a member, 
has recently advised the chairman of the 
Bureau committee that our organization 
is “anxious and willing to cooperate and 
work with the Bureau’s committee.” 


The general desire to improve tax ad- 
ministration and the present need of the 
Bureau for more and better-trained per- 
sonnel would seem on the surface to be 
thwarted in part by the loss of some of 
the Bureau’s top men to private practice. 
However, when the problem is viewed 
objectively, this movement does not repre- 
sent a complete loss to the government. 
A sound-thinking, fair-minded tax man 
does not change his point of view overnight. 
Certain basic principles will be followed 
in private practice. Such a man_ will 
endeavor to reach fair results, and in his 
dealings with his clients and with the 
government alike he will pursue sound 
principles and thus contribute to a better 
tax administration. 


First Stage of Tax Case 


Generally, the initial phase of a tax con- 
troversy arises when the revenue agent 
begins to audit the return. If the matter 
is at all complicated, the client should be 
properly represented at this early stage. 
Full cooperation with the revenue agent 
is highly advisable. Often what initially 
appears to the agent to be a serious diver- 
sion from the path to tax righteousness 
may be rather thoroughly dissipated when 
the full picture is presented. It is im- 
portant not only to furnish the agent with 
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books and records specifically requested 
but also to encourage him to talk over 
the problems as his audit progresses. It 
is often possible to work out a satisfactory 
solution with the agent before a formal 
report is submitted. If a contest is antici- 
pated, it is only natural to assume that 
the agent will resolve all doubts against 
the taxpayer, and place on him the burden of 
disproving a much more substantial de- 


ficiency than might otherwise have been 
asserted. 


If no agreement is reached with the agent 
in the preliminary stage, his report will 
be submitted; and in due course a letter 
stating the amount of deficiency proposed, 
together with a copy of the agent’s report, 
will be forwarded by the internal revenue 
agent in charge. A specified time, generally 
thirty days, within which to file a protest 
will be allowed. 


Protest * 


The first purpose served in preparing 
a protest, in point of time, is that the one 
who prepares it in a thorough manner 
learns the strength and weakness of his 
case. It is surprising how often the tax 
practitioner may think he has a poor case 
but, after setting forth all the facts in black 
and white and carefully preparing an argu- 
ment in support of his position, finds that 
he has a strong case. Of course, this works 
both ways. Sometimes he finds that the case 
does not look so strong when stated in bold 
type. Whichever way it may go, it is ad- 
visable for the attorney to know how strong 
his position really is. Only then is he able 
to appraise the litigating value of his case, 
and it is absolutely essential to make such 
an appraisal before going into a conference 
with the Bureau of Internal Revenue on 
any case. 


The second and most important purpose 
to be served by the protest is to present 
to the conferee designated by the internal 
revenue agent in charge a positive statement 
of the taxpayer’s position, a clear and 
concise—but at the same time complete— 
statement of the facts, and a statement of 
the principles of law in support of the 
taxpayer’s position, with citations of the 
authorities relied upon in the case. 


The third purpose to be served by the 
protest is to make a record to support 


* The material in this section is taken from 
an address recently delivered by my partner, 
Claude W. Dudley, before the Western Rail- 
roads Income Tax Accounting Conference at 
St. Paul, Minnesota. 
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any favorable action which the conferee 
may take on the issue presented. It should 
always be borne in mind that the conferee 
who initially decides the issue must support 
his decision by a proper record. His 
decision will be reviewed not only by his 
superiors in the office of the internal reve- 
nue agent in charge but also by the reviewers 
in Washington, including the lawyers in 
the Review Division of the Chief Counsel’s 
Office in cases involving refunds of more 
than $75,000. The record must satisfy 
these reviewers, otherwise, the case will be 
returned for reconsideration. Long delay 
will be encountered, and perhaps an initially 
favorable decision will be overturned. 


In the preparation of the protest these 
purposes should always be kept in mind. 
In order to give the conferee a clear picture 
of the issue, it is necessary to state at 
the outset the question involved. This 
is best done by first stating the revenue 
agent’s position, with reference to the pages 
in his report which set forth that position,. 
and then stating the taxpayer’s position. 
It sometimes takes courage for the tax- 
payer’s attorney to make a clear-cut state- 
ment of the issue; sometimes he would pre- 
fer to straddle it, or to beat around the bush 
to find out what the conferee thinks 
before taking a position. This may be 
advantageous: in an occasional situation, 
but it is generally more advantageous to 
come to the point. The taxpayer’s attorney 
does not enhance his reputation with the 
conferee and the revenue agent, or increase 
the possibility of success, by evading the 
issue. That makes their work more diffi- 
cult, and they do not like it. 

The conferee is entitled to an exact state- 
ment of the facts. First, a reference should 
be made to the statement of facts in the 
revenue agent’s report, and a summary of 
the facts as there stated should be included 
in the protest. Special attention should 
be directed to any error in the revenue 
agent’s statement of facts. A clear and 
concise statement of any additional facts 
upon which the taxpayer relies should also 
be presented. The conferee is entitled to 
know what the taxpayer’s exact understand- 
ing of the facts is, and to have the revenue 
agent’s comments upon the statement of 
facts as it is set forth in the taxpayer’s 
protest. The conferee may then readily 
see whether the taxpayer and the revenue 
agent are in accord as to the facts, in which 
case he may give undivided attention to 
the principles of law and accounting in- 
volved, or seriously differ as to the facts, 
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in which case he must make a careful, 
independent analysis and appraisal as well 
as a further exploration before he can con- 
clude what the basic facts really are. 


The conferee is entitled to a full and 
frank statement of the facts. Whenever 
he finds that the facts have been trickily 
presented, he is likely to make a mental 
note to watch the taxpayer’s presentation 
of other matters. Nothing is more valuable 
to a taxpayer than a reputation for re- 
liability in presenting facts. If the conferee 
has the feeling, based on prior experience, 
that he can rely on the statement of facts 
presented in the protest without making 
a detailed independent investigation, the 
first step toward a successful conference 
has been accomplished. 


After presenting the facts in an issue, the 
next step is a statement of the principles 
of law applicable to the question presented 
and the citation of authorities in support 
of the position taken by the taxpayer. 
While the obligation to make a complete 
statement of the law is not as specific as 
in the statement of facts, it is wise to call 
attention to all rulings or decisions directly 
pertinent to the issue even though they may 
be adverse to some extent. If they appear 
to militate against the taxpayer, an effort 
should be made to distinguish them or 
to limit their scope. If they have a direct 
bearing on the issue and cannot be dis- 
tinguished, an effort should be made to 
show why they are wrong or how they 
produce an inequitable result in the par- 
ticular case. This might arouse the sym- 
pathetic interest of the conferee, which will 
probably prove beneficial in the disposition 
of other issues of a borderline nature. Gen- 
erally, it is advisable to meet the problem 
squarely. 


During World War I and its tax after- 
math, perhaps it would have been a waste 
of effort to file a 200-page protest. The 
Bureau was not then adequately staffed, 
and the conferees could not give the time 
required to make a real study of such a pro- 
test. Now the situation is quite different. 
Capable conferees are usually assigned to 
these cases. In a complicated case, they not 
only read the protest but study each issue 
thoroughly. They come to the conference pre- 
pared to discuss the issues in the case. 


Needless to say, the preparation of a 
protest in this manner requires a lot of 
work. It requires cooperation of the legal, 
accounting and engineering staffs. Pre- 
liminary conferences by these people as to 
each item to be protested and the formula- 
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tion of an outline of its presentation, prior 
to the preparation of detailed schedules and 
evidence to be submitted, will reduce to 
the minimum unnecessary or unprofitable 
work. Even though useless work is mini- 
mized in this manner, the job is still a large 
one. - Experience demonstrates that it is 
worth while to do a thorough job. If this 
is done, there is a good chance that a settle- 
ment may be reached in the Bureau without 
a trial before the Tax Court; and it is 
certainly advantageous to the taxpayer to 
effect a settlement in the administrative stage. 

In the oral presentation of the protest, 
it is of primary importance for the tax- 
payer’s attorney to create the impression 
that he is in the conference to accomplish 


something instead of merely going through 


the motions. If the conferee feels that the 
attorney is presenting his case with the 
expectation of reaching a settlement, he is 
more likely to make a real effort to meet 
him half way than he would be if the 
attorney created the impression that the 
conference was but a preliminary skirmish 
to a presentation to the Technical Staff 
and Tax Court. 


In presenting a case to a conferee, it is 
always well to bear in mind that-he is a 
part of a large organization and is bound 
not only by the law but by the rules and 
regulations of the Treasury Department. 
He is not bound by court decisions, other 
than those of the Supreme Court, unless 
the Commissioner has acquiesced in such 
decisions. But the rules and regulations 
are the law so far as the conferee is con- 
cerned. He can do nothing contrary to 
them ; and even though the taxpayer’s argument 
is so forceful as to convince the conferee 
(and this is practically equivalent to con- 
vincing someone that black is white), it 
would avail the taxpayer nothing because 
the conferee’s decision would be reversed by 
the reviewer. In other words, if the regu- 
lations of the Bureau are definitely against 
the taxpayer, it is a waste of time to argue 
that the conferee should disregard them. 
In sueh a situation one of two things 
should be done. The taxpayer’s attorney 
either should make an effort before the 
proper authorities to have the regulation 
changed, or should present the matter to 
the conferee merely to create a sympathetic 
interest which might cause the conferee 
to be more liberal in his consideration of 
other issues in the case. 


A conferee has discretion on many items. 
In considering, for example, whether a 
debt has become bad in the year in which 
it is claimed, whether stock has become 
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worthless, or whether an item is a capital 
or expense item, and in considering ques- 
tions of obsolescence, loss of useful value 
or valuation, including the valuation of 
capital stock for invested capital purposes, 
the conferee has discretion. His decision 
on such questions as these is analogous to 
the determination of a trial court on a 
question of fact. The appellate court will 
not reverse the trial court on a question of 
fact if there is any substantial evidence to 
support the findings of fact by the trial 
court. Likewise, the reviewer in the Bureau 
of Internal Revenue will not reverse a 
conferee on a question of fact unless the 
decision appears absolutely wrong. But 
let a conferee make a mistake as to Bureau 
policy or the application of an established 
Bureau ruling or a regulation, and the case 
will be sent back almost invariably. Con- 
sequently, the attorney should spend his 
time in making a thorough presentation of 
those matters on which the conferee has 
real discretion to act. It is possible in 
many cases to obtain a sufficiently attrac- 
tive settlement on the points on which 
the conferee has discretion that the tax- 
payer can afford to settle the case and 
forget the points on which the regulations 
are against him. It is much more likely 
that this result can be obtained if the 
taxpayer is content merely to create the 
feeling that the regulations work a hard- 
ship in the case, and thus arouse the con- 
feree’s sympathetic interest, rather than to 
dwell too long on the inconsistencies and 
inequities of the regulations. It is also 
often possible to settle satisfactorily with 
the conferee the points on which he has 
real discretion, and leave for litigation by 
the claim for refund procedure questions 
on which the rules and regulations are 
against the taxpayer but as to which there 
is a possibility of favorable court action. 
If the case cannot be settled in the office 
of the internal revenue agent in charge, 
one further opportunity is afforded the 
taxpayer before the institution of judicial 
action. 
stalemated conference a form whereby the 
taxpayer or his representative may indicate 
a desire for the Technical Staff to con- 
sider the case will be made available. 


Ordinarily, at the conclusion of a 


While this step gives the taxpayer another 
chance to advance his cause without direct 
cost, it is not to be taken as a matter of 
course. In fact, many experienced tax 


‘practitioners usually forgo this opportunity. 


The Technical Staff is made up of the 
Bureau’s top men, and it may well be that 
a case is weakened as a result of the in- 
formal type of conference at this forma- 
tive stage. During the course of the con- 
ference, the Technical Staff representative, 
being more experienced, may develop an 
effective defense, technical or otherwise. 
hitherto overlooked by the government 


representatives; or he may develop a new 


theory or ground for denying relief and 
incorporate it in the statutory ninety-day letter. 


In making the decision on this step, it 
should be remembered that the case can 
still be presented to the Technical Staff 
for purposes of settlement after the issu- 
ance of the ninety-day letter and the filing 
of a petition with the Tax Court. The 
issuance of the statutory letter and the 
filing of the pleadings crystallize the issues 
and limit the scope of the burden-of-proof 
rule. If, at that later stage, a new theory 
calling for departure from the position 
previously taken by the Commissioner is 
developed by the Technical Staff, it may 
well be that the Commissioner rather than 
the taxpayer will carry the burden of proof 
to that extent. 


Under the present procedure, the Tech- 
nical Staff representatives have more au- 
thority to act in settlement conferences 
than do the representatives of the internal 
revenue agent in charge. While a settle- 
ment reached in the latter’s office is subject 
to review in Washington, a Technical Staff 
settlement is accorded finality. By reason 
of this delegated authority to bind the 
Commissioner, an agreement with the 
Technical Staff can be so worded as to 
close the case and preclude either side from 
reopening under ordinary circumstances. 
Compare Guggenheim v. U. S. [48-1 ustc 
7 9232], 77 F. Supp. 186 (Ct. Cls.), and 
Joyce v. Gentsch [44-1 ustc J 9277], 141 F. 
(2d) 891 (CCA-6). [The End] 
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Improper Operating Loss Carry-forward. 
A bad debt arising out of business not regu- 
larly carried on by a taxpayer does not yield 
a net operating loss carry-forward. J. G. 
Blackman [CCH Dec. 16,593(M)}, 7 TCM —. 


Invalid Family Partnership. A partner- 
ship consisting of trusts for the benefit of 
children is ignored for tax purposes when 
neither the trusts nor the children contribute 
original capital or vital services. Herman 


Schaeffer [CCH Dec. 16,592(M)], 7 TCM —. 


Taxable Estimated Income. In the absence 
of adequate records, taxable income may 
be arrived at by the Commissioner of In- 
ternal Revenue from inventories, purchases 
and sales. Earl Del Marcelle and Irene Del 
Marcelle v. Frank Kuhl [48-2 ustc ¥ 9360], 
DC Wis. 


Gifts of Stock to Wife. If gifts of corpo- 
rate stock to a wife are valid, her interest 
in a partnership, created upon the liquida- 
tion of the corporation, is real, for tax pur- 
poses, if that is the intention, even though 
the husband is employed by the corporation. 
William R. Kent v. Commissioner [48-2 ustc 
9379], CA-6. 


Deductible and Nondeductible Attorneys’ 
Fees. The portion of attorneys’ fees allocable 
to the recovery of a taxpayer’s income is 
deductible, whereas that portion attributable 
to the perfection of title to realty may be 
capitalized, and is therefore includible in 
the property’s tax value for resale and de- 
preciation purposes. Birdie Kimbrell v. V.Y. 
Dallman [48-2 ustec J 9380], DC II. 


Installment Payments Under Annuity or 
Endowment Policy. The Treasury is pro- 
posing regulations which provide that in- 
stallment payments not based on life 
expectaricy be treated as tax-free insurance 
proceeds, and no longer as annuities taxable 
at three per cent per year up to the cash- 
surrender value of the policy. Proposed T. D. 
for Regulations 111, Section 29.22 (b) (2)-2. 
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Brazilian Tax. The Brazilian tax based 
on gross income, except in the case of in- 
come from immovable capital, is allowable 
as a foreign tax credit. J. T. 3924. 


Dividends-Received Credit Not Tax Eva- 
sion. Dividends-received credit, bond inter- 
est and state documentary stamps are not 
the acquisition of such deductions, credits 
or allowances as to constitute tax evasion 
or avoidance when the acquisition of a cor- 
poration in exchange for bonds served a 
primary business purpose. Commodores 
Point Terminal Corporation [CCH Dec. 
16,602], 11 TC —, No. 52. 


Allocation Between Principal and Inter- 
est. In the purchase of bonds and unpaid back 
interest without a breakdown between prin- 
cipal and interest, the price is nevertheless 
allocable between them. Warner Company 
{CCH Dec. 16,603], 11 TC —, No. 53. 


Processing Tax Refund. A 1936 processing 
tax refund is an accrual not in that year, 
but in the later year when it was received, 
because it was not ascertained and was not 
accrued on the taxpayer’s books of account 
in the year 1936. C. A. Durr Packing Com- 
pany, Inc. [48-2 ustc 1 9390], DC N. Y. 


Partnership Interest. A partnership inter- 
est may be treated as a capital asset. Com- 
missioner v. Estate of Daniel Gartling [48-2 
ustc J 9391], CA-9. 


Subdivided Lots Capital Assets. A sale 
in bulk rather than a sale of individual lots, 
acquired by foreclosure, results in capital 
gain and not in ordinary income when the’ 
transaction is not primarily a sale io cus- 
tomers in the ordinary course of business. 
Minnie Steinau Loewenberg [CCH Dec. 
16,632(M)], 7 TCM —. 


Stamp Tax. An exchange of no-par stock 
for par-value stock which includes premiums 
treated as paid-in surplus constitutes an 
original issue. Consequently, it is subject to 
stamp tax. Southern Pacific Company v. 
Berliner [48-2 ustc J 9367], DC Calif. 
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Unsecured Instruments and Stamp Tax. 
Unsecured negotiable instruments not issued 
with interest coupons or in registered form 
are subject to stamp tax if they are not in 
reality promissory notes. Ct. D. 1708. 


Cabaret Tax. Where juke box music is 
provided for dancing in a tavern, the enter- 
tainment constitutes a public performance 
for profit, and is therefore subject to cabaret 
tax. J. W. Baldwinson and William Becker v. 


.U. S. [48-2 uste J 9388], DC Wash. 


Corporate Payments to Widow. The de- 
duction of pension payments by a corpora- 
tion to the widow of its president is limited 
to twenty-nine months. McLaughlin Gormley 
King Company [CCH Dec. 16,662], 11 TC 
—, No. 68. 


National Banks Unauthorized to Prepare 
Tax Returns. National banks may not pre- 
pare tax returns for customers or for the 
public. Comptroller of Currency No. 9650. 


Purchase of Parent’s Stock Not Dividend. 
The purchase of a parent’s stock by its sub- 
sidiary is not equivalent to a taxable divi- 
dend when the subsidiary does not cancel 
or redeem the stock. Trustees of Common 
Stock John Wanamaker Philadelphia Under 
Will of Rodman Wanamaker, Deceased et al. 
[CCH Dec. 16,598], 11 TC —, No. 48. 


Tax Value of Land Subject to Liens. The 
tax value of property subject to liens on rent 
for cost reimbursements is not reduced 
thereby for depreciation and resale purposes. 
Harriet M. Bryant [CCH Dec. 16,599], 11 
TC —, No. 49. 


Equity-Invested Capital. The equity-in- 
vested capital of a reorganized corporation 
is the amount of the par value of the bonds 
exchanged for preferred stock, plus interest 
and the assumed liabilities of the former 
corporation, and not the value of the under- 
lying property transferred. Victory Glass, 
Inc. [CCH Dec. 16,635], 11 TC —, No. 79. 


Abnormal Income (Section 721). Com- 
missions received in 1940 by an agent for 
surety companies, not attributable to in- 
creased demand, improved business or higher 
prices in that year, and really earned in 
earlier years, constitute abnormal income in 
1940. Therefore, they may be reallocated 
over those prior years to compute reduced 
excess profits taxes for 1940. Lindstedt- 


Hoffman Company [CCH Dec. 16,624], 11 
TC —, No. 70. 


Abnormal Base Period Deduction (Sec- 
tion 711). Abandoned tools charged to sales 
in the base period (1936-1939) are not ab- 
normal deductions restorable to base period 
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income to arrive at an income credit for 
excess profits tax purposes. Veeder-Root, 
Inc. [CCH Dec. 16,628], 11 TC —, No. 72. 


Base period abnormal deductions of offi- 
cers’ bonuses, allowances to customers and 
bad debts, when proof of these items has been 
established, may be restored to base period 
income to arrive at an income credit for 
excess profits tax determination. Universal 
Optical Company, Inc. [CCH Dec. 16,629], 
11 TC —, No. 73. 


Deductions for bad debts, dues, subscrip- 
tions and professional fees in the base 
period (1936-1939) may be abnormal in 
amount. Therefore, they may bé restored 
to increase the income credit for excess 
profits tax computations. George J. Meyer 
Malt & Grain Corporation [CCH Dec. 16,600], 
11 TC —, No. 50. 


Photographic Personal Service Corpora- 
tion. A corporation engaged in portrait pho- 
tography is a personal service corporation, 
and is therefore exempt from excess profits 
taxes. Trout-Ware, Inc. [CCH Dec. 16,610], 
11 TC —, No. 60. 


Unrealized Installment Sales Profits. Un- 
realized installment sales profits are not in- 
cludible in invested capital for excess profits 
tax puproses. J. L. Goodman Furniture Com- 
pany [CCH Dec. 16,614], 11 TC —, No. 64. 


Payments After Wife’s Remarriage. Pay- 
ments to a wife after her remarriage under 
a separation agreement which later became 
part of a divorce decree are not subject to 
gift tax when no gift is intended and when 
the payments are in fact a discharge of 
marital claims. Edward B. McLean [CCH 
Dec. 16,620], 11 TC —, No. 26. 


Joint Return Not Subject to Gift Tax. 
Payment by one spouse of the entire tax 


due under a joint return is not subject to 
gift tax. E. T. 21. 


Recession of Gift Tax Denied in Invalid 
Family Partnership. A tax-invalid family 
partnership does not give rise to the reces- 
sion of the gift tax accompanying the trans- 
fer of assets by a husband to his wife where 
the gift is complete in itself. O. William 
Lowry v. Kavanagh, S. Ct. Mich. 


Power of Appointment. The abandonment 
of a power of appointment up to July 1, 
1949, does not give rise to a gift tax. T. D. 
5659. 


The abandonment of a power of appoint- 
ment up to July 1, 1949, does not give rise 
to estate taxes. T. D. 5658. 
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In Contemplation of Death. Gifts in trust 
to provide for an incompetent son after the 
death of the donor are made in contempla- 
tion of death, and are therefore subject to 
estate taxes. Estate of James E. Frizzell 
[CCH Dec. 16,623], 11 TC —, No. 69. 


——_ >? 


Cemeteries Not Charity. Cemeteries con- 
ducted chiefly for profit are not charities, 
with the consequence that gifts to them by 
a decedent are not deductible for estate tax 
purposes. Estate of Arthur D. Haley [CCH 
Dec. 16,626(M)], 7 TCM —. 





OTHER COURT DECISIONS OF INTEREST 


Estate tax: Contemplation of death: 
Effect of age and will—Decedent, at the 
age of seventy-six, created trusts for his 
wife and children at the same time that he 
executed his last will. Although the Tax 
Court found that the trusts for the children 
had not been created in contemplation of 
death since they had been made to provide 
the children with income, on appeal the 
creation of the wife’s trust was held to have 
been in contemplation of death. This con- 
clusion was reached in view of decedent’s 
advanced age at the time of the transfers, 
and in view of the simultaneous execution 
of his will—CA-5. Estate of Benjamin 
Paschal O’Neil, Benjamin Paschal O’Neil, Jr. 
and Citizens & Southern National Bank, Ex- 
ecutors, Petitioners v. Commissioner of Inter- 
nal Revenue, Respondent, 48-2 ustc J 10,638. 


Stock transfer tax exemption: Failure to 
use exemption certificate—The United 
States District Court for the Western Dis- 
trict of Missouri was reversed with respect 
to the taxability of certain transfers of stock. 
Shares of stock were purchased or ordered 
in the taxpayer’s name; but pursuant to a 
contract between the taxpayer and a trust 
company as custodian of the securities the 
transfers were made direct from the seller 
to a registered nominee of the custodian, 
and delivery was made to the custodian. 

hese transfers of the taxpayer’s right to 
receive the securities were not exempt from 
taxation in the absence of the attachment 
of the exemption certificate required by law 
to the shares.of stock. The form of certifi- 
cate suggested by the court was the one 
specified by Regulations 71, Section 113.35. 
—CCA-8. Nee v. United Funds, Inc., 48-2 
ustc J 9348. 


Oregon personal income tax: Applica- 
bility of withholding provisions to seamen’s 
wages.—In an action brought by several 
steamship companies it has been held that 
the withholding provisions of the Oregon 
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Personal Income Tax Law do not apply 
to the wages of seamen.—DC Ore. Amer- 
ican Hawaiian Steamship Company et al. v. 
Fisher et al., CCH Orecon TAx REports 
1 18-022. 


Gift tax: Delinquency return: : Valuation 
of closely held stock.—After the donor’s 
gift tax return was prepared but before it 
was executed, it was placed in his personal 
file instead of forwarded to his attorneys. 
Since he had not executed the return prior 
to the due date, neither his mistaken im- 
pression that he had done so nor the de- 
mands of his business on his time could 
constitute reasonable cause for the failure 
to file a timely return. Therefore, a delin- 
quency penalty was properly imposed. Gifts 
of closely held stock were valued with 
particular consideration given to war con- 
ditions, to unsettled tax deficiencies in 
connection with the business and to book 
value. In connection with the book value, 
the action of the Securities and Exchange 
Commission, subsequent to the date of the 
gifts, in requiring the write-off of values 
attributed to good will and organization ex- 
pense, was noted.—Paul E. Reinhold v. Com- 
missioner, CCH Dec. 16,631(M). 


Use taxes: Exemptions: Machinery and 
parts thereof for use or used in manufactur- 
ing or processing.—When a machine as set 
up is designed, and in good faith intended, 
for the production of tangible personal prop- 
erty, the assembly, in the state, of its fabri- 
cated parts purchased outside the state and 
used and useful only in forming the com- 
pleted machine, is not the use, storage or 
consumption of tangible personal property 
on which the imposition of the use tax is 
contemplated, when the use of the com- 
pleted machine is exempt from tax under 
the statute—Ala. State of Alabama v. Wil- 
putte Coke Oven Corporation et al., 2 CCH 
STATE TAx CASEs Reports { 250-012. 
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by Lewis Gluick, C. P.A. 


Talking Shop 


f Mos TREASURY is again selling tax 
anticipation notes, officially termed 
“Treasury Savings Notes, Series D.” They 
yield about 1.42 per cent to maturity, 
which occurs at three years, in case they 
are not used before that to pay taxes. 
Don’t overlook these notes when making 


your budget, corporate or personal. (See 
485 CCH J 6243.) 


Fraud Case 


There was recently a long, drawn-out 
trial on a tax evasion case in Jacksonville. 
As both sides were summing up, Judge 
Strum was suddenly taken ill. The marshall 
recessed the court. The next day another 
judge, hastily summoned from Tampa, con- 
tinued the case, whereupon the defendant 
changed his plea to nolle contendere, and 
got off with a fine of $5,000 and a sus- 
pended prison sentence. Courtroom opin- 
ion was that he “got off easy.” There 
were fantastic rumors as to how much he 
had paid for legal services. Whatever it 
was, his lawyers earned it. We felt that the 


psychology of the case was something like 
this: 


The defendant would not admit, even 
to his attorneys, that he was guilty. Fur- 
thermore, he didn’t fealize just how much 
evidence the Intelligence Unit had. The 
sudden “break” in the case gave him a 
chance to reflect, and his attorneys an 
opportunity to advise him. 


Tactless Texan 
and Sales-Tax-Less Texas 


Mrs. Shoptalker, recently arrived from 
California, said that she had complete sym- 
pathy with the purchaser in the following 
story she read on the train. 

Lady: “Two dozen diapers, please!” 


Clerk: “That will be a dollar and a half, 
plus eight cents for tax.” 


Talking Shop 


Lady: “Never mind the tacks. 
safety pins.” 


As familiar as Mrs. Shoptalker is with 
taxes, she found the varying sales tax rates 
in the diner confusing. By eating lunch 
in Los Angeles before boarding the train, 
she paid not only the 2% per cent California 
sales tax but also the one half per cent 
Los Angeles city sales tax, which she could 
have avoided by eating on the train. Had 
she eaten her dinner while the train was in 
California, she would have had to pay the 
usual 2% per cent; but since she waited 
until the last call for dinner and ate in 
Arizona, the tax was only two per cent. 
There was no material saving, of course; 
but the principle of the thing annoyed her. 
She felt she had really hit the jackpot 
when she got to her native state, Texas, 
and ate a tax-free breakfast. By the time 
she had dinner in New Orleans on the 
second night after that, she was again pay- 
ing sales tax—this time only one per cent. 
One of the nicest things she has found in 
Florida is that there is no sales tax—could 
be almost as good as Texas. She slept 
through Mississippi and Alabama, and— 
thank goodness—there is no sales tax on 
sleeping. 

On the train she met a lady traveling 
from Los Angeles to Houston. This lady 
had taken a stopover in El Paso so that 
she could shop in Juarez. While in Los 
Angeles she had found three fine pocket- 
books she wanted; but their total price was 
$45, plus $9 in federal tax, plus three per 
cent sales tax ($1.35). She purchased the 
identical bags in Juarez for the basic price 
of $45, and the extra $10.35 paid for her 
stopover and allowed her to spend a pleas- 
ant evening with friends. 


I use 


Capital or Ordinary? 


A contemporary publication, in a lively 
discussion of the Atkinson case, holds that 
the loss is “ordinary.” The Shoptalker 
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is “capital.” Now will you 


believes it 
readers please turn to 48-2 ustc { 9355? 
After reading it carefully, write us (not 
over 200 words) and tell us why we are 


wrong or right. We will print the two 
best replies received before Christmas. 


Personal Opinion 


The Shoptalker approves of the decision 
in the Hermax case [CCH Dec. 16,605], 
11 TC —, No. 55. He also likes the opinion 
of the Comptroller of the Currency about 
the right of national banks to prepare 
income tax returns. (See CCH FEDERAL 
BANKING Law Reports § 59,876.) 


Formulae 


It is sometimes necessary to allocate costs 
and expenses between assets and income. 
This may be difficult. Two recent cases 
show how to do it under certain circum- 
stances. The Kimbrell case [48-2 ustc 
{ 9380] concerns litigation involving im- 
pounded royalties and the recovery of a 
capital asset. The Western Cartridge Com- 
pany case [CCH Dec. 16,576], 11 TC —, 
No. 37, deals with state tax refunds arising 
from federal renegotiation. 


Ethics 


We wonder what, if anything, the A.M.A. 
has to say, about the Shackleford case 
[CCH Dec. 16,627(M)]. A physician took 
quite a deduction for “promotional ex- 
pense.” The Commissioner disallowed it. 
The Tax Court said the Commissioner 
was correct. “Promotional expense,” 
to the Shoptalker, is a euphemism for 
“advertising.” 


Death and Taxes 


This is not a plug for Dave Dodge’s 
book, too long out of print. It is a plug 
for 485 CCH { 8904, a masterly treatment 
of an intricate subject. Give it a couple 
of hours of your time now. It will pay 
off in the busy season. And be sure to 
read {7622 in connection with { 8904.113. 
The McLaughlin Gormley King Company 
case [CCH Dec. 16,662], 11 TC —, No. 68, 
was decided while the latter paragraph was 
being printed. 


Farm Bloc 


The Alabama Attorney General has ruled 
{CCH ALABAMA TAX Reports { 230-233] that 
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municipalities are prohibited from charging 
farmers a license fee of any kind for sale 
of their products. 


Florida raises a lot of beef cattle but 
produces mighty little milk. Florida per- 
mits the sale of colored margarine. Mean- 
while, the dairy interests in some other 
states have blocked in the Senate the repeal 
of federal taxes on margarine, which has 
been passed by the House. It’s about the 
only measure on which Truman and the 
House agreed. 


Sell Securities? 


Have you received your copy of 1948 
Security Transactions? It is a_ vest- 
pocket-size pamphlet of twenty-four pages, 
telling you (and your clients) when to sell 
securities for income tax savings. Certainly 
—it’s a CCH publication! 


Taxable Wages 


There’s a honey of a case in CCH 
UNEMPLOYMENT INSURANCE Reports (Fla. 
7 8103.01). A bus boy claimed unemploy- 
ment benefits, which were denied him be- 
cause his: wages were insufficient. The 
boy contended that in addition to reported 
wages and meals, he received tips, which 
should be included. However, he had neg- 
lected to include those tips when he filed 
his income tax return. That was his fatal 
mistake. 
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State Tax Calendar 








ALABAMA 
January 1 
Alcoholic beverage retailers’ license year 
begins. 


Automobile dealers’ report due. 

Birmingham retail and wholesale dealers’ 
gross receipts tax report and payment 
due. 

Trading stamp report due. 


January 10—— 

Alcoholic beverage report and tax of pub- 
lic service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Fire insurance special report due. : 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


January 15—— 

Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Motor carriers’ mileage report and tax due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


Third Monday—— 


Corporation property tax return due (last 
day). 


January 20—— 

Automobile dealers’ report due. 

Carbonic acid gas report and payment due. 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 

Use tax report and payment due. 
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January 30—— 
Forest products severance tax report and 
payment due. 
Sales tax annual report due. 





January 31— oe 
Poll tax due (last day). 


ARIZONA 
January 1—— 
Motor vehicle registration fee and tax due. 
January 5—— 
Alcoholic beverages licensees’ report due. 
January 10—— 
Wholesalers of malt, vinous and spirituous 
liquors, report and payment due. 
January 15—— 
Gross income report and payment due. 
January 20—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. - 
January 25—— 

Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and payment 
due. 

January 30—— 
Gross income tax annual report due. 


ARKANSAS 


January 10—— 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 
Statement of purchases of natural re- 
sources due. 


January 15—— 
Public utilities’ gross earnings fee first in- 
stallment due. 
January 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 
January 25—— 
Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 


January 31—— 
Motor vehicle registration and fee due. 
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CALIFORNIA 


January 1—— 

Carriers’ permit renewal fee due. 

City motor carriers of property, permit 
expires. 

Common carriers’ distilled spirits tax re- 
port and payment due. 

Gasoline tax report and payment due. 

Motor vehicle registration and fee due. 


January 15—— 

Beer and wine report and tax due. 

Common carriers’ report of alcoholic bev- 
erages imported due. 

Distilled spirits report and tax due. 

Motor carriers of property for hire, report 
and payment of gross receipts tax due. 

Off-sale general liquor licensees’ quarterly 
report due (last day). 

Use fuel tax report and payment due. 


January 20 
Motor carriers’ gross receipts report and 
tax due. 





January 31 
San Francisco purchase and use tax return 
and payment due. 
Sales tax report and payment due. 
Use tax report and payment due. 





COLORADO 
January 1 
Chain store tax due. 
January 5—— 
Alcoholic beverage manufacturers’ report 
due, 
Motor carriers’ tax due. 


January 10—— 
Motor carriers’ report due. 


January 14— 
Sales tax report and payment due. 
Use tax report and payment due. 


January 15—— 
Coal mine owners’ report due. 
Coal tonnage tax report and payment due. 
Denver sales tax report and payment due. 


January 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 





January 31 . 
Coal mine owners’ annual report due. 





CONNECTICUT 
January 1—— 
Gasoline tax due. 
January 15—— 
Gasoline tax report due. 
Gasoline use tax report and payment due. 
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January 20—— 
Alcoholic beverage tax return and pay- 
ment due. 
January 30—— 
Sales and use tax return and payment due. 


DELAWARE 
January 1—— 
Railroad tax due. 
First Tuesday—— 
Franchise tax report due. 
January 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beveragés, report due. 
January 30—— 
Income tax fourth installment due, 
January 31 
Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 





DISTRICT OF COLUMBIA 

January 1 

Corporation and unincorporated business 
annual license fee due. 

Corporation report due. 

January 10—— 

Licensed manufacturers and wholesalers 
of beer, report due. 

Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 

January 15—— 
Beer tax due. 
January 25—— 
Gasoline tax report and payment due. 





FLORIDA 





January 1 
Auto transportation companies’ report and 
tax due. 
Motor vehicle registration renewable. 
Sleeping and parlor car companies’ report 
and tax due. 


January 10—— 


Agents’ and wholesalers’ cigarette tax re- 
port due. 

Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


January 15—— 
Dealers’, importers’ and carriers’ gasoline 
report due. 
Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report due. 
Motor vehicle fuel use tax report and pay- 
ment due. 
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Transporters’ and carriers’ alcoholic bev- 
erage report due. 

January 25—— 

Gasoline sales tax and storage tax report 
and payment due. 

Oil and gas production tax report and 
payment due. 


GEORGIA 
January 1—— 
Corporation license tax and report due. 
January 10—— 
Cigar and cigarette wholesale dealers’ re- 
port due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 
January 15—— 
Malt beverage tax report due. 
January 20—— 
Gasoline tax report and payment due. 





IDAHO 
January 1 
Chain store tax due. 
January 15— 
Beer dealers’, brewers’ and wholesalers’ 
report due. 
Cigarette wholesalers’ drop shipment re- 
port due. 
Electric power companies’ report and tax 
due. 


Gasoline tax report and payment due. 


Motor carriers’ gross receipts tax quarterly 
installment due. 


January 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


ILLINOIS 





January 1 
Motor vehicle registration and fee due. 
January 10—— 
Motor carriers’ mileage tax report and 
payment due. 


January 15—— 

Alcoholic beverage tax report due. 

Cigarette tax return due. 

Public utilities’ tax report and payment due. 

Sales tax report and payment due. 
January 20—— 

Gasoline tax report and payment due. 
January 30-—— 

Gasoline transporters’ report due. 
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INDIANA 
January 1—— 
Alcoholic vinous beverage tax due. 
Chain store tax due. 


January 10—— 
Cigarette distributors’ interstate business 

report due. 
Unstamped intangibles report and tax due. 


January 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Use fuel tax report and payment due. 


January 20—— . 
Bank and trust companies’ intangibles tax 
report due. 
Bank and trust companies’ share tax re- 
port and payment due. 
Building and loan associations’ intangibles 
tax report and payment due. 


January 25—— 
Distributors’ and carriers’ gasoline tax re- 
port and payment due. 


Fuel dealers’ use fuel tax report and pay- 
ment due. 


January 31 
Gross income tax report and payment due. 
Information at source return due. 
Withholding agents’ return of tax with- 

held due. 





IOWA 





January 1 
Motor carriers’ additional tax due. 
Motor. vehicle registration fee due. 
January 10—— 
Carriers’ gasoline tax report and payment 
due. 
Class “A” permitees’ beer tax report and 
payment due. 
January 20—— 
Gasoline tax report and payment due. 
Sales tax report and payment due. 
Use tax report and payment due, 
January 25—— 
Corporation capital stock report due. 


KANSAS 
January 10—— 
Malt beverage report due. 
January 15—— 
Carriers’ gasoline and fuel use tax report 
due. 


Compensating tax report and payment due. 


Motor carriers’ gross ton mileage tax re- 
port and payment due. 
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January 20—— 
Sales tax report and payment due. 
Use fuel tax report and payment due. 
January 25—— 
Gasoline tax report and payment due. 


KENTUCKY 
January 1—— 
Motor carriers’ excise tax due. 
Passenger carriers’ annual tax due. 
January 2—— 
Stored distilled spirits tax due. 
January 10—. 
Amusement and entertainment report and 
tax due. 
Distilled liquors blenders’ and rectifiers’ 
tax payment due. 
Refiners’ and importers’ gasoline tax re- 
port due. 
January 15—— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 
January 20—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment due. 
January 30—— 
Life insurance companies’ premiums tax 
return and payment due. 
January 31 
Dealers’ and transporters’ gasoline tax re- 
port and payment due. 
Louisville employers’ income tax return 
due (last day). 
Louisville income tax withholding agents’ 
payment due. 


LOUISIANA 
January 1 
Liquor and beer license renewable. 
Soft drinks tax report due. 
Tobacco tax report due. 


January 10—— 
Importers’ beer report due. 
Importers’ gasoline tax report due, 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 
January 15—— 
Carriers’ beer report due. 
Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 
Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report. due. 
January 20—— 
Bank share tax report due. 
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Beer wholesale dealers’ tax report and 
payment due. 

Fuel use tax report and payment due. 

Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax report and payment due. 

New Orleans sales and use tax report and 
payment due. 

Sales and use tax report and payment due. 

January 30—— 

Carriers’ quarterly report and payment due. 

Gas gathering tax report and payment 
due, 

Natural resources severance tax report 
and payment due. 

Public utility and pipe line report due. 


MAINE 

January 10—— 

Malt beverage manufacturers’ and whole- 

salers’ report due. 

January 15—— 

Use fuel tax report and payment due. 
January 31 

Gasoline tax report and payment due. 

Road tax report and payment due. 


MARYLAND 

January 10—— 

Admissions tax payment due. 

Beer tax report and payment due. 
January 15—— 

Sales and use tax report and payment due. 
January 30—— 

Purchasers of cargo lots of motor fuel, 

report due. 

January 31—— 

Gasoline tax report and payment due. 


MASSACHUSETTS 

January 10—. 

Alcoholic beverage excise tax report and 

payment due. 

Meals excise tax report and payment due. 
January 20—— 

Cigarette tax report and payment due. 
January 31—— 

Motor fuel tax report and payment due. 


MICHIGAN 
January 5—— 
Carriers’ gasoline statement due. 
January 10—— 
Common and contract carriers’ report and 
fee due. 
Property tax due (last day to pay without 
four per cent collection charge). 
January 15—— 
Detroit property tax semiannual install- 
ment due. 
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Sales tax report and payment due. 
Use tax report and payment due. 


January 20-—— 


Cigarette tax report and payment due. 

Diesel fuel users’ tax report and payment 
due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Fuel sold for use on vessels, tax due. 

Gas and oil severance tax report and pay- 
ment due (last day). 


MINNESOTA 





January 1 
Carriers’ permit expires. 
January 10— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 
January 15—. 
Interstate motor carriers’ mileage tax due. 
January 20—— 
Cigarette tax and report due. 
January 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment due. 
Tractor fuel sellérs’ report due. 


MISSISSIPPI 
January 5—— 
Factories’ report due. 
January 10—— 
Admissions tax report and payment due. 
January 15—— 
Carriers’ gasoline tax report and payment 
due. 
Manufacturers, distributors and whole- 
salers of tobacco, report due. 
Retailers, wholesalers and distributors of 
light wine and beer, report due. 
Sales tax report and payment due. 
Timber severance tax report and payment 
due. 
Use fuel tax report and payment due. 
Use tax report and payment due. 
January 20-— 
Gasoline distributors’, refiners’ and proc- 
essors’ report and payment due. 
January 25—— 
Oil severance tax and report due. 
January 30-——— 
Sales tax annual report and payment due. 
January 31—— 
Chain store tax due (last day). 


MISSOURI 
January 1—— 
Motor vehicle registration and fee due. 
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First Monday—— 
St. Louis merchants’ and manufacturers’ 
ad valorem license tax return due. 
St. Louis personal property tax return due. 
January 5—— 
Nonintoxicating beer permittees’ report due. 
January 10-—— 
Oil inspection tax report and payment due. 
Receivers of petroleum products, report due. 
January 15—— 
Alcoholic beverage sales report due. 
Carrier registration fee due (last day). 
Retail sales tax report and payment due. 
January 25—— 
Use fuel tax report and payment due. 
January 30——. 
St. Louis employers’ quarterly withhold- 
ing tax report and payment due. 
January 31—— 
Gasoline distributors’ report and payment 
due. 
Soft drinks manufacturers’ report and 
payment due. 


MONTANA 
January 1—— 
Chain store tax due. 
Moving picture theater licenses issued and 
tax due. 
January 15—— 
Brewers, wholesalers and transporters of 
beer, report and payment due, ; 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 
Motor carriers’ additional fee due. 
January 20—— 
Producers, transporters, dealers and re- 
finers of crude petroleum, report due. 
January 30—— 
Carbon black producers’ semiannual license. 
tax report and payment due. 
Cement producers’ and dealers’ tax report 
and payment due. 
Coal mine operators’ tax report and pay- 
ment due. 


Oil producers’ license tax report and pay- 
ment due. 


Telegraph and natural gas companies’ tax 
and report due. 


NEBRASKA 





January 1 
Fire marshal tax due. 

January 10—— 
Cigarette distributors’ report due. 


January 15—— 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


NEVADA 





January 1 
Fire marshal tax due. 
Motor carriers’ license fee due. 
Motor vehicle registration and fee due. 
January 10—— 
Liquor report by out-of-state vendors due. 
January 13—— 
Toll roads and bridges quarterly tax and 
report due. 
January 15—— 
Carriers’ gasoline tax report due. 
Cigarette wholesalers’ license fee delin- 
quent. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 
Transient livestock tax due (last day). 
January 25—— 
Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 
January 31 } 
Foreign surety company tax return and 
payment due. 
Mines’ net proceeds tax report due. 





NEW HAMPSHIRE 
January 10—— 

Manufacturers’, wholesalers’ and importers’ 
alcoholic beverage report due; whole- 
salers payment due. 

January 15—— 
Use fuel tax report and payment due. 
January 31 : 
Motor fuel report and tax due. 





NEW JERSEY 
January 10—— 

Bank share tax report due. 

Busses (interstate) report and excise tax 
due. 

Jitneys (municipal) gross receipts report 

- and tax due. 

January 20—— 

Alcoholic beverage retail consumption 
and retail distribution licensees’ report 
and tax due. 

Cigarette distributors’ tax report and pay- 
ment due. 


January 25—— 
Busses (municipal) gross receipts report 
and tax due. 
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January 30—— 
Carriers’ gasoline tax report due. 
January 31 
Distributors’ gasoline report and payment 
due. 





NEW MEXICO 
January 1—— 
Merchants’ license tax payment due. 
January 15—— 
Income tax due, 
Occupational gross income tax report 
and payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 
Share tax report due. 
January 20—— 
Electric, gas, water and steam companies’ 
inspection fee due. 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
January 25—— 
Gasoline tax report and payment due. 
Use or compensating report and payment 
due. 
January 30—— 
Oil and gas well production tax report 
due. 


NEW YORK 
January 15—— 
Personal income tax fourth 
due. 


January 20—— 
Alcoholic beverage tax and report due. 
New York City occupancy tax and re- 
port on room rental in hotels, apart- 
ment hotels and rooming houses due. 
New York City sales and use tax return 
and payment due. 


January 25—— 
Conduit companies’ tax and report due. 


New York City public utility excise re- 
turn and payment due. 


installment 


January 31 
Gasoline tax report and payment due. 
Motor vehicle registration fee due (last 


day). 
NORTH CAROLINA 








January 1 
Motor vehicle registration and fee due. 


January 10—— 
Carriers’ gasoline tax report and pay- 
ment due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 
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January 15—— 

Sales tax report and payment due. 

Spirituous liquor tax due. 

Use tax report and payment due. 

January 20—— 

Distributors’ gasoline tax report and pay- 
ment due. 

Use fuel tax report and payment due. 

January 30—— 

Electric light, power, street railway, gas, 
water, sewerage and telephone com- 
panies’ report and tax due. 

Property tax return due. 

January 31 
Bank share tax due (last day). 
Lightning rod dealers’ and manufacturers’ 

report and payment due. 





NORTH DAKOTA 





January 1 
Motor vehicle registration and fee due. 
Vehicle sales tax due. 

January 10—— 

Cigarette distributors’ report due. 

January 15—— 

Beer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 

January 20—— 

Sales tax report and payment due. 
Use tax report and payment due. 

January 25—— 

Use fuel tax report and payment due. 


OHIO 
January 10—— 
Cigarette wholesalers’ report due. 
Classes “A” and “B” permittees’ alcoholic 
beverage report due. 
January 15—— 
Cigarette use tax and report due. 
Use tax report and payment due. 
January 20—— 
Dealers’ gasoline tax report due. 
January 30—— 
Carriers’ gasoline tax report due. 
January 31—— 
Gasoline tax due. 
Report to Industrial Board due. 
Sales tax supplemental report and pay- 
ment due. 
Toledo employers’ annual withholding re- 
turn and tax due. 


OKLAHOMA 
January 1—— 
Property tax first installment due. 
January 5—— 
Operators’ report of mines other than 
coal mines due. 


State Tax Calendar 


January 10—— 
Airports’ gross receipts report and tax due. 
Alcoholic beverage report and payment due. 
Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 
January 15—— 
Carriers’ milage tax report and payment 
due. 
Dealers’, retailers’ and carriers’ gasoline 
tax report due. 
Sales tax report and payment due. 
Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 
January 20—— 
Carriers’ use fuel tax report due. 
Coal mine operators’ report due. 
Distributors of gasoline and purchasers 
of imported gasoline, tax report and 
payment due. 
Rural electric cooperatives’ property tax 
return and payment due. 
Use fuel tax report and payment due. 
Use tax report and payment due. 
January 21 
Annual industrial report due. 
January 30—— 
Cotton manufacturers’ report and tax due. 
January 31 
Motor vehicle registration due (last day). 
Oil, gas and mineral gross production re- 
port and payment due. 








OREGON 





January 1 
Motor vehicle registration and fee due. 
January 10—— 
Oil production tax report and payment due. 
January 15—— 
Excise tax fourth installment due. 
Forest products severance tax report and 
payment due. 
Personal income tax fourth installment due. 


January 20—— 

Alcoholic beverage tax report and pay- 

ment due. 

Motor carriers’ report and tax due. 

Use fuel tax report and payment due. 
January 25—— 

Gasoline tax report and payment due. 
January 30—— 

Withholding tax return and payment due. 


PENNSYLVANIA 
January 10—— 
Importers of spirituous and vinous liquors, 
report due. 
Malt beverage report due. 
Soft drinks tax report due. 
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January 15— 
Employers’ return of tax withheld at 
source under Philadelphia income tax due. 
Manufacturers’ alcoholic beverage tax re- 
port and payment due. 
January 25—— 
Philadelphia real property tax due. 
January 31—— 
Gasoline tax report and payment due. 
Unclaimed money and dividends report due. 
Use fuel tax report and payment due. 


RHODE ISLAND 

January 10—— 

Manufacturers’ alcoholic beverage report 

due. 

January 15—— 

Gasoline tax report and payment due. 
January 20—— 

Sales and use tax return and payment due. 
January 31 

Gift tax return due. 


SOUTH CAROLINA 
January 1 
Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 
Motor carriers’ tax installment due. 
January 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage 
sales and additional tax due. 
Power tax return and payment due (last 
day). 
January 20-—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 
Users of fuel oil, tax return and payment 
due. 
January 31—— 
Foreign corporation report due. 


SOUTH DAKOTA 
January 1 
Chain store tax due. 
Express companies’ tax due. 
Fire insurance companies’ premium tax due. 
Motor carriers of passengers, tax due. 
January 10—— 
Interstate motor carriers’ report and tax due. 
January 15— 
Alcoholic beverage sales report due. 
Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 
Carriers’ use fuel tax report due. 
Dealers’ gasoline tax due. 
Occupational retail sales tax quarterly re- 
turn and payment due. 
Use fuel tax report and payment due. 
Use tax quarterly return and payment due. 
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January 20—— 
Domestic corporations’ report due. 
Passenger mileage tax due. 
January 30—— 
Mineral products severance tax report and 
payment due. 
January 31—— 
Gasoline dealers’ tax report due. 


TENNESSEE 
January 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 
January 15—— 
Carriers of use fuel, report due. 
Collection and adjustment license tax re- 
port and payment due. 
Users of fuel, report due. 
January 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 
Oil production tax report and payment due. 
Sales and use tax report and payment due. 


TEXAS 
January 1—— 
Commercial and collection agencies’ tax 
report and payment due. 
Contract carriers’ occupation tax report 
and payment due. 
Public utilities’ tax report and payment due. 
Radio, cosmetics and playing cards tax 
report and payment due. 
Sulphur production tax report and pay- 
ment due. 
Textbook publishers’ tax report and pay- 
ment due. 
January 15—— 
Oleomargarine dealers’ report and tax due. 
January 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 
tax report and payment due. 
January 25—— 
Admissions tax report and payment due. 
Carbon black production tax report and 
payment due. 
Cement distributors’ tax report and pay- 
ment due. 
Natural gas production tax report and 
payment due. 
Prizes and awards of theaters, tax report 
and payment due. 
January 30—— 
Oil production tax report and payment due. 
January 31—— 
Bank share tax due. 
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UTAH 
January 10—— 
Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 
January 15—— 
Sales tax return and payment due. 
Use fuel tax report and payment due. 
Use tax return and payment due, 
January 25—— 
Carriers’ gasoline tax report due, 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


VERMONT 
January 10—— 
Alcoholic beverage tax report and pay- 
ment due. 
Property tax installment due. 
January 15—— 
Electric light and power companies’ re- 
port and tax due. 
January 31—— 
Corporations’ annual list of stockholders 
due. 
Gasoline tax report and payment due. 


VIRGINIA 
January 1—— 
Business license tax dua 
January 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
report due. 


Merchants’ license tax report and pay- — 


ment due. 
Warehousemen’s tobacco tax due. 

January 15—— 

Motor carrier tax due. 

January 20-—— 

Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax report 
and payment due. 

January 30—— 

Forest products severance tax quarterly 
report and payment due, 

January 31 
Gasoline tax report and payment due, 
Motor carriers’ quarterly road tax report 

and payment due. 
Use fuel tax report and payment due. 





WASHINGTON 
January 10— 
Brewers and manufacturers of malt prod- 
ucts, report due. 
January 15—— 
Auto transportation companies’ report 
and payment due. 
Butter substitutes report and payment due. 
Gross income tax return and payment due. 
Public utilities’ gross operating tax re- 
port and payment due. 


State Tax Calendar 


Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ cigarette drop shipment re 
port due. 
January 20—— 
Use fuel tax report and payment due. 
January 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


WEST VIRGINIA 
January 1—— 
Alcoholic beverage (except beer) license 
fee due. 
Chain store tax due. 
January 10—— 
Alcoholic beverage tax report and pay- 
ment due. 
January 15—— 
Cigarette use tax report and payment due. 
Sales tax report and payment due. 
January 20—— 
Public utilities’ additional fee due. 
January 30—— 
Gasoline tax report and payment due. 
Occupational gross income tax annual re- 
port due. 
Occupational gross income tax quarterly 
report and payment due. 
Sales tax annual report and payment due. 


WISCONSIN 
January 1—— 
Motor carriers’ flat tax due. 
January 10—— 
Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacturere’ 
report due, 
Oleomargarine tax report and payment due. 
January 20—— 
Gasoline tax report and payment due. 
January 31——. 
Forest crop land acreage share tax due, 
Real property tax semiannual installment 


due. 
WYOMING 
January 1—— 
Motor vehicle registration and fee due. 
January 10—— 
Carriers’ gasoline tax report due. 
January 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 
ment due. 
January 31—— 
Coal miners’ report due. 
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1948 
ANNUAL INDEX 


Each article appearing in TA X E § during 1948 is indexed below according 
to title and author (or authors). In addition, most of the articles have been 
listed under an appropriate general subject heading. 


A 

Accounting 

Taxpayer May Choose, The: A Check 
List of Elections. Apr., p. 350. 

What Goes on in a C. P. A. Firm’s 
Annual Staff Meeting... Oct., p. 896. 

Accrual Date of New York State Franchise 
Tax, by Gerhard J. Mayer. Jan., p. 43. 

Administrative Phase of Tax Practice, The, 
by Joseph M. Jones. Dec., p. 1173. 

Administrative Procedure Act and the Tax 
Court, The, by Sydney R. Rubin, Mar., 
p. 255. 

Alimony and the Tax Law, by Jay O. 
Kramer. Dec., p. 1105. 

Altman, George T. 

New Estate and Gift Taxes—How 
They Affect Residents in Community 
Property States. May, p. 407. 

The Tax Nationalization of Community 
Property. Jan., p. 14. 

Altman, George T. and Balter, Harry 
Graham—Excludability of Tips as Gifts. 
Mar., p. 234. 

Analyzing California Estates, by M. N. 
Friedland, Oct., p. 956. 

Anderson, Seneca B. 

Federal Tax Suits in State Courts. 


Dec., p. 1144. 
Gifts to Children and Incompetents. 
Oct., p. 911. 
Austin, Carroll—Section 102 and Capital 
Gains. Apr., p. 302. 


Authors and the Federal Income Tax, by 
Paul Edgar Swartz. Jan., p. 51. 
Avoidance of Double Income Taxation— 
The United States-United Kingdom Con- 
vention, by Henry W. Sweeney. Aug., 
p. 732. 
B 


Bachrach, Michael D.—Deductions—Income 
or Estate? Sept., p. 814. 
Bad Debts 


Pointers in Bad Debts, Worthless Se- 
curities and Other Business Losses. 
Apr., p. 331. 
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Balter, Harry Graham and Altman, George 


T.—Excludability of Tips as Gifts. Mar., 
p. 224. 
Barna, T.—Death Duties in Britain. Nov., 


p. 1062. 

Base Period Adjustments, by Leo A. Dia- 
mond. Nov., p. 1049. 

Bate, Charles W.—A Critique of Section 
122. Apr., p. 297. 

Beck, David and Gutkin, Sydney A.—Will 
Clauses and the Marital Deduction. Nov., 
p. 1009. 

Beck, Morris—Capital Replacement, 
preciation and Taxes. July, p. 658. 

Bentley, Bert C—New Estate and Gift 
Taxes—How They Affect Residents in 
Common-Law States. May, p. 397. 

Bernstein, Albert B.—Estates by the En- 
tirety and the Revenue Act of 1948. June, 
p. 566. 


Berolzheimer, Josef—Whither Tax Classifi- 
cation? Sept., p. 805. 
Boehm, R. T.—Taxing Refunded Munici- 
pals. Sept., p. 787. 
Borrowings in Foreign Currency, by Sidney 
I. Roberts. Nov., p. 1033. 
Braunfeld, Fritz L. 
Long-Term Compensation and Income 
Splitting. July, p. 619. 
Taxability of Assigned Income After 
Transfer of the Property. Jan., p. 30. 
Britain’s Counter-Inflationary Budget, by 
John Kingsley. Feb., p. 144. 
Britain’s Realistic Budget, by John Kings- 
ley. Aug., p. 731. 
Bunbury, Sir Henry—Control of Public 
Expenditure in Great Britain. Aug., p. 726. 


De- 


Cc 


Callmann, H. William—The Lehman Doc- 
trine—Its Significance and Application. 
Mar., p. 233. 

Can a Deduction for Legal Fees Be Against 
Public Policy? by Albert Krassner. May, 
p. 447. 
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Capital Assets Sold on the Installment 


Basis, by George B. Lourie and Arnold 
R. Cutler. Aug., p. 707. 


Capital Gains and Losses 


Capital Assets Sold on the Installment 
Basis. Aug., p. 707. 

Capital Gains on Sales of Patents. 
Sept., p. 779. 

How the Capital Gains Tax Affects 
Buying and Selling Securities. Nov., 
p. 1041. 

Purchase and Sale of a Business or Its 
Assets. Dec., p. 1165. 

Section 102 and Capital Gains. Apr., 
p. 302. 

Tax Problems in Liquidation Sales. 
Dec., p. 1109. 

Capital Gains on Sales of Patents, by 
Richard S. Greenlee and Jay O. Kramer. 
Sept., p. 779. 

Capital Replacement, Depreciation and 
Taxes, by Morris Beck. July, p. 658. 

Capitalization of Mining Expenditures, by 
Arnold Levy and Jerome H. Simonds. 
Mar., p. 203. 

Carroll, Mitchell B. 

Tax Convention with France. Oct., 
p. 952. 

Tax Conventions with the Netherlands 
and Denmark. Nov., p. 1026. 


Charity 
How the Standard Deduction Affects 
Contributions. Sept., p. 784. 
Low Cost of Charity, The. Feb., p. 151. 
Some Sophisticated Problems with the 
Charitable Deduction. June, p. 548. 
Check List for Wills and Trusts, A, by 
Edward R. Kane. Dec., p. 1119. 
Cohn, Haskell—Gifts of Life Insurance in 
Contemplation of Death. Feb., p. 156. 


Community Property 

Federal Corrective for Community 
Property Inequity. Mar., p. 236. 

New Estate and Gift Taxes—How 
They Affect Residents in Community 
Property States. May, p. 407. 

State Legislation and Federal Taxation. 
Jan., p. 35. 

Tax Nationalization of Community 
Property. Jan., p. 14. 

Concepts of Section 102, by J. H. Landman. 
Jan., p. 19. 

Control of Public Expenditure in Great 
Britain, by Sir Henry Bunbury. Aug., 
p. 726. 

Corporations, Partnerships and Proprietor- 
ships Under the Revenue Act of 1948, by 
J. H. Landman. Dec., p. 1156. 


Annual Index 





Cowan, Alvin R—A Hazard of Gifts in 
Contemplation of Death. Feb., p. 134. 
Critique of Section 122, A, by Charles W. 

Bate. Apr., p. 297. 
Critique of Section 126, A, by Frank C. 
Scott. Feb., p. 127. P 
Cross, Robert C.—Partnership Incorporation. 
July, p. 653. 

Crown, Leo W.—Inventory Pricing. Apr., 
p. 318. 

Cutler, Arnold R. and Lourie, George B.— 
Capital Assets Sold on the Installment 
Basis. Aug., p. 707. 


D 


Danzig, Aaron L.—Distributions in Liqui- 
dations and Reorganizations—Their Tax 
Consequences. July, p. 645. 

Death Duties in Britain, by T. Barna. 
Nov., p. 1062. 


Deductions 

Deductions—Income or Estate? Sept., 
p. 814. 

How the Standard Deduction Affects 
Contributions. Sept., p. 784. 

Intangible Drilling and Development 
Costs of Oil and Gas Wells. Apr., 
p. 312. 

Low Cost of Charity, The. Feb., p. 151. 

Of Widows and Taxes. May, p. 444. 

Pioneering Activities. Jan., p. 64. 

Pointers in Bad Debts, Worthless Se- 
curities and Other Business Losses. 
Apr., p. 331. 

Some Sophisticated Problems with the 
Charitable Deduction. June, p. 548. 

Unpaid Losses—Case Estimates v. 
Schedule P Formula. Oct., p. 950. 

Deductions—Income or Estate? by Michael 
D. Bachrach. Sept., p. 814. 


Depreciation . 
Capital Replacement, Depreciation and 
Taxes, July, p. 658. 


Development Costs 
Capitalization of Mining Expenditures. 
Mar., p. 203. 
Intangible Drilling and Development 
Costs of Oil and Gas Wells. Apr., 
p. 312. 
Pioneering Activities. Jan., p. 64. 
Devine, Harry T. 
Intrafamily Annuities. Oct., p. 907. 
Voluntary Disclosure of the Decedent’s 
Fraud. Apr., p. 308. 
Devine, James W.—Taxing Corporations as 
Partnerships. June, p. 506. 
Diamond, Leo A.—Base Period Adjust- 
ments. Nov., p. 1049. 
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Distributions in Liquidations and Reorgani- 
zations—Their Tax Consequences, by 
Aaron L. Danzig. July, p. 645. 

Do Subsidies Constitute Taxable Income? 
by Sol Mandell. Apr., p. 323. 

Double Taxation of Profits: A Comparison 
with the English Tax Laws, by Robert 
Singer. Apr., p. 326. 


E 


Earned Income from Foreign Sources, by 
Arnold C. Stream. Aug., p. 714. 

Effect of Estate and Gift Tax Provisions 
of the Revenue Act of 1948 on Basic 
Procedures of Estate Planning as Be- 
tween Husband and Wife, by Malvern 
B. Fink. June, p. 576. 

Embezzlement Has Its Tax Problems, Too, 
by Maurice P. Geller and Elmer A. Rogers. 
Dec., p. 1097, 


Employee Benefit Plans 
Of Widows and Taxes. May, p. 444. 
Tax Consequences of Employees’ Stock 
Option Plans. Feb., p. 137. 
Estate and Gift Taxes 
Analyzing California Estates. Oct., 


p. 956. 

Check List for Wills and Trusts, A. 
Dec., p. 1119. 

Deductions—Income or Estate? Sept., 
p. 814. 


Effect of Estate and Gift Tax Pro- 
visions of the Revenue Act of 1948 
on Basic Procedures of Estate Plan- 
ning as Between Husband and Wife. 
June, p. 576. 

Estate Planning in the Light of the 
Revenue Act of 1948. June, p. 592. 

Estates by the Entirety and the Reve- 
nue Act of 1948. June, p. 566. 

Gifts of Life Insurance in Contem- 
plation of Death. Feb., p. 156. 

Gifts to Children and Incompetents. 
Oct., p. 911. 

Hazard of Gifts in Contemplation of 
Death, A. Feb., p. 134. 


Lehman Doctrine, The—Its Significance 
and Application. Mar., p. 233. 
New Estate and Gift Tax Regulations. 
Dec., p. 1139. 
New Estate and Gift Taxes 
How They Affect Estate Plan- 
ning. May, p. 430. 
—How They Affect Life Insur- 
ance. May, p. 411. 
—How They Affect Michigan Resi- 
dents. May, p. 415. 
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—How They Affect Property 
Ownership in Florida. June, 
p. 491. 
—How They Affect Residents in 
Common-Law States. May, p. 
397. 
—How They Affect Residents in 
Community Property States. May, 
p. 407. 
—How They Affect Texas Resi- 
dents. May, p. 420. 
—How They Affect Wills. May, 
p. 427. 
Preparing for the Federal Estate Tax 
Return, Oct., p. 917. 
Suggestions for Working with the New 
Estate Tax Provisions. Oct., p. 925. 
Survivor-Purchase Agreements. Oct., 
p. 931. 
Switching of Settlors in Inter-Vivos 
Trusts, The. July, p. 622. 

Estate Planning in the Light of the Reve- 
nue Act of 1948, by Kenneth W. Gemmill. 
June, p. 592. 

Estates by the Entirety and the Revenue 
Act of 1948, by Albert B. Bernstein. 
June, p. 566. 


Excess Profits 


Base Period Adjustments. Nov., p. 1049. 
Trend-Cycle Approach to Tax Prob- 
lems, The. June, p. 493. 
Excludability of Tips as Gifts, by George 
T. Altman and Harry Graham Balter. 
Mar., p. 224, 


F 


Federal Corrective for Community Prop- 
erty Inequity, by Paul J. Foley. Mar., 
p. 236. 

Federal Income Taxes on Foreign Trans- 
actions and Foreign Persons, by Paul D. 
Seghers. Feb., p. 108. 

Federal Tax Suits in State Courts, by 
Seneca B. Anderson. Dec., p. 1144. 

Fink, Malvern B.—Effect of Estate and 
Gift Tax Provisions of the Revenue Act 
of 1948 on Basic Procedures of Estate 
Planning as Between Husband and Wife. 
June, p. 576. 

Fiscal Cooperation in Tax Treaties, by 
Eldon P. King. Oct., p. 889. 

Fiscal Year for Trusts, The, by John E. 
Williams. Apr., p. 344. 

Foley, Paul J.—Federal Corrective for 
Community Property Inmequity. Mar., 
p. 236. 

Foosaner, Samuel J. and Lore, Martin M. 
—New Estate and Gift Taxes—How 
They Affect Life Insurance. May, p. 411. 








Fraud 
Law and Procedure in Criminal Tax 
Prosecutions. Sept., p. 797. 
Penalties and Problems Arising in Civil 
Tax Fraud Cases. Sept., p. 791. 
Voluntary Disclosure of the Decedent’s 
Fraud. Apr., p. 308. 

Freedman, Walter and Levy, Arnold— 
Recent Tax Developments Affecting For- 
eign Transactions. Dec., p. 1125. 

Freudmann Case, The, by Sidney Gelfand. 
Nov., p. 1015. 

Friedland, M. N.—Analyzing California 
Estates. Oct., p. 956. 


G 


Gambill, Sidney B.—Practical Consider- 
ations in Federal Tax Procedure. Sept., 
p. 819, 

Gelfand, Sidney—The Freudmann Case. 
Nov., p. 1015. 

Geller, Maurice P. and Rogers, Elmer A. 
—Embezzlement Has Its Tax Problems, 
Too. Dec., p. 1097, 

Gemmill, Kenneth W.—Estate Planning in 
the Light of the Revenue Act of 1948. 
June, p. 592, 

Gifts of Life Insurance in Contemplation 
of Death, by Haskell Cohn, Feb., p. 156. 

Gifts to Children and Incompetents, by 
Seneca B. Anderson. Oct., p. 911. 


Great Britain 
Britain’s Counter-Inflationary Budget. 
Feb., p. 144. 
Britain’s Realistic Budget, Aug., p. 731. 
Control of Public Expenditure in Great 
Britain. Aug., p, 726, 
Death Duties in Britain, Nov., p, 1062, 
Taxable Income of Nonresidents in the 
United Kingdom. Sept., p. 847. 
Greenlee, Richard S. and Kramer, Jay O.— 
Capital Gains on Sales of Patents. Sept., 
p. 779. 
Gruneberg, Curt—Husband and Wife Part- 
nerships, Aug., p. 703, 
Gutkin, Sydney A—How to Buy and Sell 
Securities, June, p, 580, 
Gutkin, Sydney A. and Beck, David—Will 
Clauses and the Marital Deduction. 
Nov., p. 1009. 


H 


Hammonds, Oliver W. and Ray, George E. 
—New Estate and Gift Taxes—How They 
Affect Texas Residents. May, p. 420. 

Hazard of Gifts in Contemplation of Death, 
A, by Alvin R. Cowan. Feb., p. 134. 

Hints for Tax Savings and Refunds, by 
Victor R. Wolder. Feb., p. 145. 


Annual Index 





Hodge, William T.—Of Widows and Taxes. 
May, p. 444. 

How Restrictive Agreements Determine 
Stock and Partnership Values, by John 
H. Varney. June, p. 516, 

How the Capital Gains Tax Affects Buy- 
ing and Selling Securities, by Goldie Stone. 
Nov., p. 1041. 

How the Standard Deduction Affects Contri- 
butions, by John K. Hulse, Sept., p. 784. 

How to Buy and Sell Securities, by Sydney 
A. Gutkin. June, p. 580. 

How to Save Taxes in Starting a New 
~— by Charles A. Morehead. June, 


p. 554, 

Hulse, John K.—How the Standard De- 
duction Affects Contributions. Sept., p. 
784. 

Husband and Wife Partnerships, by Curt 
Gruneberg. Aug., p. 703. 


Improved Organization and Procedures of 
the Virginia Division of Motor Vehicles, 
by George W. Peak. Aug., p. 743. 


Income 
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Federal Tax Calendar 








& 
January 15 
Due date of final payment of 1948 esti- 
mated tax by individuals who have pre- 
ne viously made declarations or by indi- 
- viduals who are filing declarations for 
P 1948 for the first time (e. g., farmers). 
ts Opportunity is afforded to file a final 
1948 return instead of an amended 
t. declaration of estimated tax for 1948 or 
; the first declaration of estimated tax 
= for 1948. The foregoing applies to in- 
ble dividuals whose taxable year is the cal- 
| endar year. 
it’s Due date, by general extension, of returns 
08. for year ending July 31 in the case of 
(1) foreign partnerships; (2) foreign 
corporations which maintain an office or 
place of business in the United States; 
hin (3) domestic corporations which trans- 
act their business and keep their rec- 
ual ords and books of accounts abroad; 
(4) domestic corporations whose principal 
i. income is from sources within the pos- 
sessions of the United States; and (5) 
American citizens residing or traveling 
_ by abroad, including persons in the military 
OF or naval service on duty outside the 
United States. Forms: (1) Form 1065; 
" (2)-(4) Form 1120; (5) Form 1040. 
ax 


Due date, by general extension, of non- 
344. taxable returns for fiscal year ending 
August 31 in the case of fiduciaries for 
estates and trusts, but not returns of 
beneficiaries or other distributees of 
such estates or trusts. 
“hey 

Monthly information return of stockhold- 
tion. ers and of officers and directors of for- 
eign personal holding companies due 








Due date for delivery to local .collector 
of internal revenue, by stamp depositaries 
of the United States, of requisitions 
for all stamps purchased during the 
preceding month, with statement show- 
ing stamps on hand at beginning and 
end of such month and stamps sold 
during that month. Payment also due 
for proceeds of sales of stamps sold 
during preceding month. 

Return of stamp account by brokers, deal- 
ers in securities, etc., due for preceding 
month. Form 828. 





January 31 


Last day for employers to furnish each 
employee a written statement (Form 
W-2) of amount of tax withheld on 
wages in 1948. 

Due date of return by employers of 
amounts withheld at the source during 
the last quarter of 1948. This return 
(W-1) must be accompanied by the 
triplicate of each withholding statement 
(Form W-2a) furnished employees and 
by Form W-3 (reconciliation of quar- 
terly withholding returns). 

Last day for payment by employers of 
taxes withheld during December. For 
months other than December, March, 
June and September, employers who 
have withheld more than $100 must pay 
the amount withheld to authorized de- 
positary on or before the fifteenth day 
of the following month. 

Due date of quarterly return of tax with- 
held at source on corporate and govern- 
ment bond interest. Form 1012. 

Return for excise taxes due for preceding 
month. Forms 726, 727, 728, 728(a), 
729, 932. 
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